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Preface 


When I started work on this revision I sent out, through the 
publishers, a request for criticisms and suggestions. Many re- 
sponses were received, and they were helpful beyond measure. 
Some came from teachers who were using the text and' who told 
me where there were defects which could be remedied. Others 
came from teachers who were not using it, and who graciously told 
me why. To all of these teachers I am under an obligation for 
which I can make no repayment other than the inadequate one of 
expressing my gratitude here. 

You who read this preface presumably want to know what I 
have tried to do in this revision to' make it better than the pre- 
ceding edition. 

Material content. In general, the subject matter is similar to 
that of the preceding edition ; however, most of the chapters have 
been extensively revised. I have added a considerable amount of 
new material dealing with developments since the preceding edition 
was published — such matters as payroll deductions and taxes, and 
the last-in fiist-out inventory basis. The treatment of some other 
subjects — such as treasury stock, surplus, and statement presenta- 
tion of extraneous profits and losses and corrections of profits of 
prior periods — has been brought up to date. The discussion of 
some subjects — corporations, reserves, and departmental profit and 
loss statements, to mention a few — has been expanded. Much 
more attention has been given to accounting theory', throughout 
the book and in a chapter devoted exclusively to theory' and prin- 
ciples. 

On the other hand, some material has been omitted. The de- 
scriptions of private ledgers and factory' ledgers have been dropped, 
and the chapter on consignments has been replaced by a brief dis- 
cussion dealing principally with the difference between a consign- 
ment and a sale, and the differing effects thereof on the statements. 

I was told that some students encountered difficulty with notes 
and bills of exchange, and have tried to eliminate this difficulty by 
spreading the material over three chapters instead of two, rewriting 
the text, and postponing the discussion of bills of exchange and the 
discounting of notes and acceptances receivable until considerably 
later in the book. 
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There was a difference of opinion among my cooperating critics 
regarding the advisability of omitting the chapter on manufacturing 
cost controls I have compromised by retaining the chapter (so 
that the material is available for those who want to use it) but 
disassociating it entirely from the long practice set 

Immediate introduction of the corporation. In 1932, when the 
first edition of this text was published, the approach from the indi- 
vidual proprietorship through the partnership to the corporation 
was traditional I believed that starting with the corporation 
might be preferable, and stated one of my reasons in the preface as 
follows “Students should obtain, at the vc»y beginning of the 
course, a clear concept of net worth, or capital When the course 
begins with the individual proprietorship, a needless source of confu- 
sion is introduced, as students find it difficult to distinguish between 
the capital of the business and the aggregate net worth of the pro- 
prietor ” The teacher reaction to the corporation approach appears 
to have been very generally fa\orab!e, and it has been retained. 
However, the portion of the first chapter dealing with capital stock 
and surplus as elements of proprietorship equity has been rewritten 

Introductory approach In the preface to the preceding edition, 
I wrote “The various steps of the bookkeeping procedure constitute 
a related cycle of activity, no one step of which can be fully com- 
prehended without some know ledge of the other steps Journalizing 
means little to a student who has never seen an account Although 
asset and liability accounts may be easily understood, the purpose 
and nature of the temporary accounts used in the recording of 
changes in surplus will not be thoroughly comprehended by a 
student who does not know that they facilitate the preparation of 
the profit and loss and surplus statements, and that they are e\ entu- 
ally closed to reflect the net surplus change in the Surplus account 
And, to complete the cycle, closing the books should not be taught 
to a student who does not understand journalizing Therefore, at 
the earliest possible point in the course, the student should be ac- 
quainted with the entire cycle of bookkeeping procedure journaliz- 
rng, posting, taking a trial balance, preparing working papers and 
statements, and closing the books Thi3 cycle has been presented 
m the first three chapters ” The approach seems to ha\ e been very 
favorably received, and the general sequence has been retained in 
this edition Although I have heard no criticism with respect to 
the rapidity of the coverage, I decided to spread out the material 
ov er the first four chapters 

Beginning with a nontradmg business. In the preface to the 
preceding edition, I wrote * In these introductory chapters the 
illustrations and problems are based on the accounts of companies 
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which derive their income from fees rather than from merchandise 
sales : this was done to show more clearly how income and expenses 
affect net worth, and to avoid the inventory complication in the 
first explanation of the procedure of closing the books." This 
feature has been retained. 

Assignment material. A good many teachers have asked for 
additional assignment material. The following material has there- 
fore been provided: 

Questions. 

Group A problems. 

These are very similar in nature and amount to the problems in the 
preceding editions, and envelopes of laboratory material consisting of 
ruled forms specifically designed for each problem and practice set 
are provided, as in the past. In the preface to the preceding edition, 
I had the following to say about the laboratory material: “If a stu- 
dent is to master the subject of accounting, the consumption of a con- 
siderable amount of time in solving problems and writing up practice 
sets seems unavoidable. Numerous devices have been employed, 
in the supplies accompanying the text, to minimize the time re- 
quirements. Column headings and account names have been 
printed in the books of original entry and the ledgers. After the 
student has become familiar with the preparation of working papers, 
he is provided with forms on which the trial balances have been 
printed; after he has kept several subsidiary ledgers, subsidiary 
records are furnished as though prepared by an assistant. In the 
later chapters, books of original entry, such as the sales book, contain- 
ing entries for routine transactions, are also furnished.’’ These time- 
saving devices are retained in the laboratory material for the Group A 
problems in this edition. 

Group B problems. 

These are additional problems — many of them short. Some teachers 
have told me that they would like to have their students prepare 
solutions to some problems on ordinary ruled paper without the time- 
and labor-saving laboratory material previously provided for all 
problems. Therefore, the supplies provided for the Group B problems 
consist merely of a pad of ruled forms — chiefly journal, ledger, and 
analysis paper. 

A icorkbook. 

This is similar to the progress tests provided with the previous edition; 
more exercises have been added, and the workbook is printed on 
$} o by 11 inch paper to provide more adequate writing space for the 
students. 

There was rather general objection to the length of the practice 
set assigned with the last third of the book. For this reason, and 
because of the additional problems provided, this practice set has 
been reduced to one month's transactions. 


H. A. Finney 
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CHAPTER 1 

Assets and Equities 

Assets. Assets are things of value owned. Cash, accounts 
receivable, notes receivable, merchandise, land, buildings, machin- 
ery, equipment, and patent-s are some of the assets that may be 
owned by a business. 

Things may have value for several reasons. Cash has value be- 
cause other things can be acquired with it. Accounts receivable 
have value because they can be collected in cash. Merchandise has 
value because it can be sold for cash, or it can be sold on account and 
the account can be collected in cash. 

But things may have value although there is no intention to 
convert them into cash. Land, buildings, machinery, and equip- 
ment owned by a business are assets of this nature. Although it 
may be possible to sell them, their value to a business does not arise 
primarily from the fact that they could be converted into cash, but 
from the fact that they are useful in the operations. Other assets, 
such as patents, copyrights, and franchises, have value because of 
the special rights that they give their owners and because they are 
helpful in the earning of income. 

Equities. The word equities is used here as a synonym for rights 
or interests. Two classes of people have interests in, or claims against, 
the assets of a business; the} 7 are the creditors and the owners. 

Creditors 5 equities. The interests of creditors are called 
liabilities. Accounts paj r able, notes payable, bonds payable, 
accrued wages, and accrued taxes are some of the liabilities, or 
debts, that may be owed by a business. 

Owners 5 equity. The interest of the owner or owners of a busi- 
ness is called the net worth. It is the excess of the assets over the 
liabilities. For instance: 


If a buMnes- owns assets in the amount of . . . $5,S00.00 

And its liabilities (creditors’ equities) are. . oOO.OO 

Its net worth (owners’ equity) is $5 ,300.00 


The original net worth of a business is represented by the invest- 
ments of the owners. The original net worth is increased by income, 
and is decreased In' expenses and by withdrawals of assets by the 
owners. For instance, the net worth of 85,300.00 shown above max* 
have been produced in the manner indicated on the next page. 

1 
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Owners’ original investment 

Add increase in net worth produced by income 

Total 

Deduct decreases m net worth 
Expenses 

Withdraw als of fundi by the owners 
Net worth 


$5,000 00 
700 00 


$5,700 00 


$150 00 

250 00 400 00 

$5,300 00 


Assets are always equaled by equities. Since the owners’ 
equity is the excess of the assets over the creditors’ equities, as ex- 
pressed by the equation 

Assets — Liabilities = Net Worth 
$5,800 — $500 = $5,300 

it follows that the assets are always equaled by the equities of the 
creditors and the owners, as expressed by the equation 

Assets = Liabilities -f- Net Worth 
$5,800 = $500 $5,300 

Changes in assets, liabilities, and net worth. Transactions 
cause increases and decreases in assets, increases and decreases in 
liabilities, and increases and decreases m net worth. 

To illustrate, let us observe the effect of some typical transactions 
of White Realtors Corporation, which was organized on July 1, 19— 
to engage in selling real estate for clients on a commission basis. 
In the tabulation on page 3, increases are preceded by plus signs 
and decreases are preceded by minus signs, the amounts of the 
assets, liabilities, and net worth after each transaction are shown in 
italics. When studying this tabulation, you should note- 

The increases and decreases in assets, liabilities, and net worth 
caused by the transactions, 

The fact that, after each transaction, the assets are equaled by 
the liabilities and the net worth 


Elements of net worth of a corporation. By reference to the 
preceding tabulation it will be observed that the net worth of White 
Realtors Corporation at the end of July, in the amount of $5,300.00, 
consisted of two parts 

The original investment $5 qoo 00 

The increase in net worth resulting from operations 300 00 

TotaI $5 300 00 

These two elements of the net worth of the corporation are called 
capital stock and surplus It is desirable to maintain a clear dis- 
tinction between these two elements. 



Tabulation Showing Increases and Decreases 
in Assets and Equities 
Caused by Business Transactions 
of White Realtors Corporation 
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White Realtors Corporation was organized by obtaining a state 
charter which authonzed it to issue 50 shares of capital stock of 
S100 00 par v alue all these shares were issued for cash Therefore, 
the original net worth of the corporation consisted of 

Capital stock $5 000 00 

The corporation earned income of $4 00 00 its net worth then 
consisted of two elements as follows 


Capital stock 
Surplus 
Total 


The corporation earned additional income of S300 00 its net 
worth then consisted of the following elements 


Capital stock 
Surplus 
Total 


$5 000 00 
700Q0 
So 700 00 


The net worth was reduced by the SI 50 00 payment for an ex- 
pense it then consisted of the following elements 


Cap tal «tock 
Surplus 
Total 


S5 000 00 
55000 


When $250 00 of the equity of the stockholders of White Realtors 
Corporation was paid to them m the form of a dividend, the net 
worth was reduced to So 300 00 Dividends are presumed to be 
distributions of funds produced by profitable operations, and not 
distributions of funds onginall} m\e«ted therefore, dividends are 
deducted from the Surplus element of net worth After the pay 
ment of the dividend the net worth consisted of the following 

Net worth 

Capital stock $5 000 00 

Surplus 300 00 

Total $5 300 00 


The tabulation on page 5 is the same as the one on page 3, ex 
cept that the capital stock and surplus elements of net worth are 
shown separately 

Ledger accounts The increases and decreases in assets, ha 
bilities, and net w orth caused by business transactions are recorded 
in accounts The account form may be ruled in the manner 
illustrated on page 6 
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Accounts may be kept in a bound book, in a loose-leaf binder, 
or on cards The book, binder, or card file containing the accounts 
is called a feeder 

The words Dale, Explanation , Ref , and Amount do not usually 
appear m accounts, but are shown above to indicate the purpose of 
each column. 

The Date column shows the date of the transaction. 

The Explanation column may contain some short comment ex- 
plaining the nature of the transaction. 

Ref is an abbreviation of Reference. The use of this column is 
explained in Chapter 2 

The Amount columns contain the dollar entries 

Recording increases and decreases. An account is kept with 
each asset, with each liability, with capital stock, and with surplus 

Increases are recorded on one side, and decreases are recorded 
on the other. Which is the increase side, and which is the decrease 
side 9 That depends on the nature of the account. 

In Asset accounts: 

Increases are recorded on the left side. 

Decreases are recorded on the right side. 

In Liability and Net Worth accounts 
Increases are recorded on the right side. 

Decreases are recorded on the left side. 

The methods of recording changes in assets and changes in 
liabilities and net worth may be stated graphically as follows: 

Liability and 

Asset Accounts Net Worth Accounts 

Increases I Decreases Decreases j Increases^ ’ 


Debit and credit. The left side of an account is called the debit 
side, the right side is called the credit side 

An entry on the left side of an account is called a debit entry, an 
entry on the right side of an account is called a credit entry. 
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The two words are also used as verbs. When you make an entry 
on the left side of an account, you are debiting the account. When 
you make an entry on the right side, you are crediting the account. 

Illustration of entries in accounts. The transactions of White 
Realtors Corporation shown in the tabulation on page 5 are 
recorded below in ledger accounts. The entries for each new trans- 
action are shown in italics. 

July 1 — Cash in the amount of §5,000.00 was received for capital stock. 


Cash 


19-\ 

11 

] j i 

i ? 

f 

July 

/| Investment 

i 6,000 00, 

1 i ; 

1 

* 

S 5 

! 

i 


Capital Stock 




i 

1 

\w-\ » ! 

j | 



i 

i 

1 

‘ July 1 1 Issued for cash 1 

1 

5 5,000 00 

‘ 1 


(The debit to Cash records the acquisition of cash; the credit to Capital 
Stock records the initial net worth.) 

July 3 — The company purchased -SI, 500.00 worth of office furniture from 
G. H. Baker on account. 


Office Furniture 


IS— 

| 

f ! ! 


i 

July 

S, Purchased 

i 1,500,00 


i 


\ 

\ ! i 

i 

i 


G. H. Baker 

i bo — ! 1 . j j I 

} l July' S For furniture ’ ] 1,60000 

I ill ! 1 i 

(The debit to Office Furniture records the acquisition of an asset; the 
credit to G. IT. Baker records the incurring of a liability.) 


July 10 — The company paid 51.000.00 to G. IT. Baker to apply on account. 

G. H. Baker 

JP — j "j — — 

■Tufi/j/O. Cash jHiirnent 




i ;ih 1 

/.OOOjOPJulyj S' For furniture 


Cash 


1,500 00 


10- | 

Julvj l! Investment 


I i/p— ; \ 

5.000 00' JuhrW Paul G. 11. Tlnhr - 


1,00000 


(The 51.000.00 debit to Baker records a decrease in the liability: the 
51,000.00 credit to Cash records a decrease in the asset.) 
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July 15 — The company collected $400 00 in cash as a commission for selling 
a piece of real estate for a client 
Cash 



| || | J 19 — | | | 

t I 

July ll Investment 

1 5 OOOiOOj July lo! Paid G H Baker 

1,00000 

[f 51 Commission 

t 1 Woof [ I I 

1 1 


Surplus 


TT 

1 I'M 1 1 

| \July\lol Commission | 

1 40J00 


(The $400 00 debit to Cash records an increase in the asset, the credit to 
Surplus records an increase in net w orth ) 


July 20 — The company sold real estate for J H Duncan The com- 
mission was $300 00 but it was not immediately collected 


19 — I 
July\2t 


Commission charged \ 


J H Duncan 



I I 


Surplus 


19- 

Julj 15 Comimsoion 
2(J[ Commission 


40000 

soo\oo 


(The debit to Duncan records the acquisition of an account receivable 
asset, the credit to Surplus records an increase in net worth) 


July 24— The company collected S10000 from J H Duncan to apply on 
account 


Cash 


19— 



1 ! 1& ~ 




I 

July 

1 Investment 


5ooooqj u ij 

It 

Paid G H Baker 


1,000 0 


15 Commission 


400 0ft 






2j\jH Duncan 


lOO'OO 1 




1 


19_ l 1 I 

July|20| Commission chargedl 


i 300^0oj. 


| July 2^ Collection 


(The $100 00 debit to Cash records an increase in the cash asset, the credit 
to Duncan records a decrease in the account recei\ able asset ) 


July 28 — The company paid its office rent for the month of July, $150 00 


Surplus 


H J 

J uly 28 1 Office rent 


Commission I 40000 

Commission 1 | 300 00 
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Cash 


19- 

I 

1 1 ;i9 — 

; 

Julv 

lj Investment 

5,033 33 Julv 

10 Paid G. IL Baker 


15 1 Commission 

403 33 

?S] Once rcnl 


24f J. H. Duncan | 

j 100|3 j] j 

i I 


(The debit to Surplus records a decrease in net worth; the credit to Cash 
records a decrease in that asset.) 


July 31 — The company paid a dividend of $250.00 to its stockholders. 


Surplus 


19 — 1 

1 

* | j 19 — j ! 

, 1 

Julv 

;2S Office rent 

| 133 03 July! 15 Commission 

400 00 


[sij Dividend 

| 2o0p 3, [20 Commission 

1 300; 00 


Cash 


10 — 

Julv 


1 ; Investment 
15‘ Commission 
2 ( J. II. Duncan 


I -19— | 
5,033 00 Juh 
43333 
lOO'OO. 


> 

10’ Paid G. II. Baker 


2S Oflke rent 
|3J t Dividend 


l.OOO'OO 

150*00 

250.00 


(The $250.03 debit to Surplus records a decrease in net worth; the credit to 
Cash records a decrease in that asset.) 


The ledger accounts containing entries for all the foregoing trans- 
actions are shown below: 


risstd accounts: 





wmm 

ss 

T/l s,?-*.,-., !!.(.: 

mnr 

• ' hr!/?. 

■HID!! 

US 

' — r ! 1 ! 

TkXZ 

t-.I a c-3\. 

1 1 ! ,uU 


i U,i -J ' i 1 

n r 

*’ •Tf-'i ^ Cs 

i r 

i" S ! I ll 

1 i 

! 1 i III 

Ills 


n ts" ' 

^ r- / _ 




a /. 1”? 

» 1 1 I.U-LJJ/U 1 < ! 

LkhLk 

1 1 

1 1 Mill 

i ; 

'il til 

Mil! 



... y. 

' i 

i i 

' M I 

1 ! 

irn 

I 1 
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Liability and net worth accounts 



Equality of debits and credits Double entry bookkeeping de 
nves its name from the fact that the complete record of each trans 
action requires debit and credit entries of equal amount Since 
the debit and credit entries for each transaction are equal it is 
obvious that the total debit entries m all the accounts in the 
ledger should be equal to the total credit entries 

The equality of the debits and credits m the ledger of White 
Realtors Corporation could be proved by listing the total debits 
and credits of each account thus 


Cash 

J H Duncan 
Office Furn ture 
G H Bake 
Cap tal Stock 
Surplus 


Total Total 
Deb ts Cred ts 
5 500 00 1 400 00 
300 00 100 00 

1 50000 

1000 00 1 500 00 
5000 00 
400 00 700 00 

8,700 00 8 700 00 


Trial balance If the total of the debit entnes in an account 
exceeds the total of the credit entries the account has a debit 
balance If the credits exceed the debits the account has a credit 
balance 

It is customary to prove the equality of the debits and the 
credits in a ledger by listing only the account balances instead of 
the total debits and total credits A list of account balances is 
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called a trial balance. Following is the trial balance of the accounts 
of White Realtors Corporation. 


WHITE REALTORS CORPORATION 
Trial Balance 


July 31, 19- 

Cash 

J. H. Duncan 

Office Furniture 

G. H. Baker 

Capital Stock 

Surplus 


4,100.00 

200.00 


1.500.00 

500.00 
5,000.00 

300.00 

5.500.00 5.SOO.OO 


Computing balances of accounts. In order to prepare the trial 
balance, it is necessary to compute the balance of each account. 
This is done as follows: 

Add the debit column of the account, and enter the total in small 
pencil figures at the bottom of the column. 

Add the credit column of the account, and enter the total in small 
pencil figures at the bottom of the column. 

Enter the balance in small pencil figures in the Explanation space 
on the debit side if the account has a debit balance, or on the 
credit side if the account has a credit balance. Enter the 
balance on the line of the last entry. 

The following illustration shows how the balance in the Cash 
account of White Realtors Corporation was computed: 





□ 


t 

m 

Si 

iSS 

m 


m 

B 

R 

m 

gg 

a 

) y 

/ ?•! 


L 

RM 

HR 

m 

m 


m 


1 

RHR 

m 

a 


m 


L 

m 

m 


m 


\ 


1 

m 

wa 


! 

i i 

' 11! 

n 

rm 

rn 

! 1 

n 


i 

; 

n 

ri'i'i 


r 


If only one entry appears on cither side of an account, a pencil 
total of that side is, of course, unnecessary. If an account contains 
only one entry, that entry is the balance of the account, and it is 
unnecessary to write the balance again in the Explanation column. 
If an account contains only debit entries or credit entries, the pencil 
total of the column shows the balance of the account, and therefore 
it is unnecessary to enter the balance in the Explanation column. 
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Balance sheet The liabilities, and net worth of a busi- 

ness 2 xe shown bj a statement called a balance sheet. In the cus- 
tomary form of baUnr** c he°t, 

Th* as-iet- arc c ho a n on the left side. 

The hab.Lt ( ■> and thp net w orth (or the creditors’ and the stock- 
holder' inure '•t® in the & c set=i are shown on the right side. 

The fno ride-, of the balance sheet are equal because the assets 
are alwa% » equaled bv the total of the liabilities and the net 
■north 

The following is an illu'tration of a balance sheet. It was pre- 
pared from the ac<ounu of White Realtors Corporation shown in 
this chapter 


WHITE REALTOPS COPJORATIOIf 




Balance Sleet 
JOt 31 19— 

eat! Ket Worth 


Ca*b 

A' , TOUH*< Vj-xt\ z) ' 
OE -e Furniture 


SI 10J OJ L abiJ n«* 

2JJOO Ac jujW Pat able S 500 00 

1.100 00 

Net Worth 

Capital Stock 55,000 00 

Nurplos 300 00 5,300.00 

95 800 00 So 800 00 


You should note the follow mg fact*- about this balance sheet: 

The heading of the statement shows (lj the name of the com- 
pany , (2) the name of the statement (balance sheet), and (3) 
the date 

On Jul> 31 19—, the compan\ owned assets valued at $3,800 00. 

A creditor had a $500 00 claim against these assets; the stock- 
holders interot m the assets was $5 BOO 00 

Although the ledger Fhows the names of individual debtors and 
creditors, the balance sheet show s merely Accounts Receivable 
and Accounts Paj able The accounts receivable item in the 
babas toe sheet includes the total balances receivable trxmx all 
trade debtor®, and the accounts payable item includes the 
total amount payable to all trade creditors. 

The stockholders’ interest is shown in two amounts: 

Capital Stock — the amount im e®ted by the stockholders. 
Surplus— the portion of net worth produced by profitable 
operations and not paid to the stockholders as dividends. 

A balance sheet may also be prepared in the form illustrated on 
the following pag n . 
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WHITE REALTORS CORPORATION 
Balance Sheet 
July 31, 19- 

Assets 

Cash 

Accounts Receivable 
Office Furniture ... 


Liabilities: 

Accounts Payable 


Liabilities and PTet Wcrtb 


$4,100.00 
200.00 
1.500.00 
$5 S00 00 


$ 500.00 


Net Worth: 
Capital Stock 
Surplus 


S5.0T) (>1 

.400 00 5, .500,00 

S5.S00.00 


Alternative terminology. A considerable number of accountants 
recently have advocated changing long-established balance sheet 
terminology in two particulars, as follows: 

Substituting ‘‘Equities” for ‘‘Liabilities and Net Worth.’' 

And substituting “Owners' Equity” for “Net Worth." 

With these changes, the foregoing balance sheet would appear 
as follows: 


WHITE REALTORS CORPORATION 
Balance Sheet 
July 31, 19- 

Assets 

Cash . ... . . 

Accounts Receivable 

Office Furniture 


Liabilities: 

Accounts Payable 


Equities 


$4,100.00 
200.00 
1,30 IQO 
$5, $90.00 


$ 500.00 


Ov.-ners’ Equity: 

Capital Stock . . ... . $ 3,000 00 

Surplus . oilO 00 5.300.00 

_____ 


Some good theoretical reasons can be presented in favor of these 
proposed changes from established practice — particularly the change 
from “Net Worth” to “Owners' Equity": some of these reasons are 
stated in later chapters. 



CHAPTER 2 
Changes in Surplus 
Journalizing and Posting 

Recording changes in surplus In the first chapter, all changes 
m surplus were recorded m the Surplus account, as follows 

Surplus 


Julj 28] Office rent I 150 00|ju!j loj Commission I 400*00 

|3l| Dividend II 2oO(X)| ]20J Commission | | 300 00 

This procedure was used because it was desired to show you, in 
as simple a way as possible, that earnings increase the surplus, and 
that expenses and dividends decrease the surplus In actual prac- 
tice it is customary to record such surplus increases and decreases 
m se\eral accounts instead of in one account For instance, one 
account may be credited with earmngs another may be debited 
with expenses, and still another may be debited with dividends 
The increases and decreases in the surplus of White Realtors 
Corporation during July, instead of being recorded in the Surplus 
account , would be recorded in three accounts as follows 

Commissions Earned 

i i py 

(The S700 00 credit balance in this account shows how much the 
surplus was increased during Jul> by the earmng of commissions ) 

Expense 

Julj Office rent [j 15obo| j| |””[ | 

(The S150 00 debit balance m this account shows how much the 
surplus was decreased during July by expenses ) 

Dividends 

jsjij n sjw! n n r 

(The $250 00 debit balance in this account shows how much the 
surplus was decreased during July by the payment of a div idend ) 

14 


400 00 
30000 
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You should think of these income, expense, and dividend ac- 
counts as subdivisions of the Surplus account. 

Journal and ledger. Although transactions could be recorded 
directly in the ledger accounts, as was done in Chapter 1, it is cus- 
tomary to use at least two books; 

(1) A Journal. 

The first record of a transaction is made in this book. 

The entry for each transaction shows what accounts will 
later be debited and credited in the ledger. 

The procedure of recording transactions in the journal is 
colled journalizing. A journal is called a book of original 
entry. 

The journal containing a record of the transactions of White 
Realtors Corporation appears on page 16. 

(2) A ledger. 

After the transactions have been recorded in the journal, the 
debits and credits to the various accounts, as shown by 
the journal entries, are recorded in the ledger accounts 
by a process called posting. 

Journalizing. The journal entry for a transaction is made as 
follows : 

(1) Write the date of the transaction in the date column; the 

year, month, and day of the month should be written in 
the first journal entry on each page; entries on the same 
page for subsequent transactions in the same year and 
month need show only the day of the month. 

(2) Write the name of the account to be debited, and enter the 

amount of the debit In the left money column. 

(3 ) On the next line, write the name of the account to be credited. 

and enter the amount of the credit in the right money col- 
umn. The name of the account credited should be in- 
dented. 

(4) Write an explanation of the transaction. 

(3) Leave a blank line after each journal entry. 


Posting. Posting is the process of recording in the ledger ac- 
counts the debits and the credits to these accounts indicated by 
the journal entries. 

The procedure of posting consists of the steps stated on page 16: 
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(A) First post the debit member of the entry 

(1) Turn to the ledger account to be debited 

(2) Enter on the debit side of the account 

(a) The date 

(b) The number of the journal page from which the 

entry was posted 

(c) The amount of the debit 

(3) Turn to the journal and, in the LF (which means 

ledger folio, or ledger page) column, enter the num- 
ber of the ledger page to which the entry was posted 

(B) Post the credit member of the journal entry similarly. 
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Entering the journal page in the ledger and the ledger page in the 
journal serves two purposes: 

While the bookkeeper is posting, it shows how much of the post- 
ing has been done. Thus, if the bookkeeper is called away 
before the posting is completed, he knows that the work should 
be taken up again with the first journal entry showing no 
ledger page number. 

After the posting has been completed, the numbers serve as 
cross references between the journal and the ledger. This is 
particularly helpful if the bookkeeper, in looking at some ledger 
account, wishes to find the journal entries from which the 
postings were made. 

Illustrative journal and ledger after posting. Following are the 
journal and ledger of White Realtors Corporation after the com- 
pletion of the posting. 


Journal 


(Page 1) 


19 — j 

i 

i 

, i 


1 * 


Julvj 

1 1 

• Cash 

' l‘ 

5.000 

' 3 

1 

i 


Capital Stock. . 

t - 
0 


3 

j 

5,000 — 



Stockholders paid in §5,000.00 in cash in exchange 

J 


1 

t 



for capital stock. 

1 


j 

! 


, 

1 3 

Office Furniture. 

! i 

Cl 

1 ° 

1,500 

: l 

1 



G. H. Baker... 



' l 

1,500 — 


1 i 

Purchased office furniture from Baker on account. 

j 4 


i 

i 


1 1 

10 

, G. H. Baker .... j 

1 ( 

4 

l.ooo 1 



| 



Cash . 

; 1- 


{ 

1,000 — 


Payment to Baker on account. 

13* Cash . . j l 1 

i Commissions Earned. i 0 

1 Collection of commission for selling real estate, j 

j : 

20 J. H. Duncan i 2 

Commissions Earned. . . G_ 

I Charged Duncan a commission for selling real 
| estate for him. j j 

1 

21] Cash 

j J. H. Duncan 

| j Collection from Duncan to apply on account. 


400- 


300- 


i ! 


,2S Expense 

I Cash 

I i Paid office rent for Julv. ! 

I | ' ; . 

31 j Dividends ] S 

] I Cush.... I 1; 

J Paid a dividend to -stockholders. | j 


100 — 


150- 


2 . 50 s — j 

! « 


400' — 


300- 


100 - 


150'- 


2.30 
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Capital Stock 


II llirj 

Commissions Earned 


! I i N 


Expense 


Julj^sj Office rent j l| IwU i 
Dindends 


i«TT 

JuJjN 


JJ 


[Ch 2 



| Ij 5 000'— 
(Page 6) 


400 — 
300 1 — 

(Page 7) 


(Page 8) 


The journal is the same as the one previously illustrated, except 
that the ledger page numbers ha\e been entered m the L T column, 
to indicate that the postings ha\c been made You should trace 
the debits and credits shown by the journal entries into the ledger 
accounts 

Since the journal eontams a complete explanation of each trans 
action, it is usually unnecessary to write explanatory comments in 
the ledger accounts If the bookkeeper wishes to know, for instance, 
wh> the Cash account was debited and credited with the various 
amounts shown he can trace each entry back to the journal, where 
a complete record will be found of each transaction affecting cash 
Purpose of journal and ledger The journal contains a record 
of all the transactions m their chronological order, showing the 
names of the accounts to be debited and credited, and a complete 
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statement of all important facts regarding each transaction. The 
ledger classifies all these debit and credit entries according to the 
accounts affected. 

Thus, if one wishes to know uhat transactions occurred on 
July 15, he will look in the journal. If he wishes to determine the 
increases and decreases in cash during July, he will look at the Cash 
account in the ledger. 

The journal also provides a place where more comprehensive 
explanatory comments can be written about the transactions than 
Can be written in the limited space available .in the Explanation 
Columns of the ledger accounts. 

Trial balance. The trial balance of the foregoing ledger appears 
below: 


WHITE REALTORS CORPORATION 
Tnal Balance 
July 31, 19— 


Cash 

4,100 00 


J H Duncan 

200 00 


Office Furniture 

1,500 00 


G TI Baker 


500 00 

Capital Stock 


5 000 00 

Commi-iions Earned 


700 00 

Expen'C 

150 00 


Dividends 

250 00 



0 200 00 0,200 00 

•• r . . yjrr a ws iihj r 

Locating errors. If a trial balance does not balance, the amount 
of the difference should be determined; the following steps may be 
taken to locate the error: 

(1) Refoot the trial balance. 

(2) See that the balances have been carried correctly from the 

ledger to the trial balance. Watch for: 

(a) Differences between the balances in the accounts and 

the balance-' shown in the trial balance. 

(b) Debit balances in the accounts entered on the credit 

side of the tiial balance, and vice versa. 

(c) Ledger balances omitted from the trial balance. 

(3) Recompute the ledger balances, this will involve the follow- 

inc steps: 

(a) Refooting the debit side and the credit side of each 

account. 

(b) Recomputing the difference between the two sides of 

each account. 
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(4) Theck the postings from the journal to the ledger Be- 

ginning with the first journal entry, see whether each debit 
and credit has been correctly posted Watch for 

(a) Errors in amounts 

(b) Postings to wrong accounts 

(cj Porting a journal debit to the credit side of the ledger, 
or a journal credit to the aebit side of the ledger 

As ca< h entry in the journal is traced to the ledger, place a 
check mark (V) beside the amount in the journal and also 
beside the amount m the ledger A check mark usually is 
placed at the right of an amount After the checking of 
the postings has been completed look for 

(a) Imthccked entries in the journal — see whether these 
items have been posted 

(bj Lnchetkcd entries in the ledger — see whether these 
items belong m the ledger it is possible that a 
journal entry has been posted tvi ice that one ledger 
entry has been checked, and that the unchecked 
ledger entrj indicates a duplicate posting 

(5) See that the debit and credit amounts in each journal entry 

are equal 

In looking for errors, be constant!} on the u atch for 

Transpositions — such as $79 85 posted as $78 95 
Slides — such as $ 75 posted as $75 00 

Erasures should not be made in accounting records When an 
error is discovered, the incorrect amount or other item m the entry 
should be struck out by drav mg a line through it, and the correct 
entr} should be inserted above the incorrect one 

Preparation of statements The trial balance on page 19 fur- 
nishes the information required for the preparation of the following 
statements 

WHITE REALTORS CORPORATIOH 
Statement of Income and Expense 
For the Month of July, 19 — 

Commis ions Earned 
Deduct Expenses 
I'et Income 

{ Ibis statement was prepared by using the balances of the Commis- 
sions Earned and Expense accounts 1 


*70000 

15000 

SooOOO 
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WHITE REALTORS CORPORATION 
Statement of Surplus 
For the Month of July, 19 — 


Net Income 5350.00 

Deduct Dividends . 250.00 

Surplus, July 31, 19 — .. . .... $300 00 


(This statement was prepared by using the amount of net income 
shown in the statement of income and expense, and the balance 
of the Dividends account.) 

WHITE REALTORS CORPORATION 


Balance Sheet 
July 31, 19- 

Assets Liabilities and Net Worth 

Cash $4,100.00 Liabilities: 

Accounts Receivable. . ... 200.00 Accounts Payable $ 500.00 

Office Furniture 1,500.00 

Net Worth: 

Capital Stock $5,000.00 
Surplus 300 00 5,300.00 




(This statement was prepared by using the balances of the asset, 
liability, and Capital Stock accounts, and the amount of surplus 
shown by the statement of surplus.) 

Observe that: 

The headings of the three statements illustrated above show the 
name of the company and the name of the statement. 

The statement of income and expense and the statement of sur- 
plus show the results of operations during a period, and the 
heading of these statements shows the period. 

The balance sheet shows the financial condition of the business 
on a stated date, and the heading shows the date. 



CHAPTER 3 

Working Papers 

Working papers If a ledger contains very many accounts, it is 
desirable to prepare working papers in which the ledger account 
balances are classified in three pairs of columns, to indicate whether 
they are to be used in the preparation of 

(1) The statement of income and expense, or 

(2) The statement of surplus or 

(3) The balance sheet 

The following working papers were prepared from the trial bal- 
ance of the ledger of White Realtors Corporation in Chapter 2 

WHITE REALTORS CORPORATION 
Working Papers 
For the Month of July 19— 







WHITE REALTORS CORPORATION 
Working Papers 
For the Month of July, 10 — 
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Step S The net income for the month in the amount of $550 00, was determined by computing the balance of 
the Income and Expense columns The $550 00 was entered in the debit Income and Expense 
column as a balancing figuie since the net income increases the sui plus the $550 00 w as also entered 
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Statements prepared from working papers. The following 
statement of income and expense contains the items appearing in the 
Income and Expense Statement columns of the working papers. 

WHITE REALTORS CORPORATION 
Statement of Income and Expense 
For the Month of July, 19 — 

Income from Commissions 
Deduct Expenses 
Net Income * 


$700 00 
15000 
$55000 


The following statement of surplus contains the items appearing 
in the Surplus Statement columns of the working papers: 


WniTE REALTORS CORPORATION 
Statement of Surplus 
For the Month of July, 19— - 
Net Income for the Month 
Deduct Dividends 
Surplus, July 31 19 — 


X ' 8F 


$550 00 
25000 
$300 00 


The following balance sheet contains the items appearing in the 
Balance Sheet columns of the working papers: 


WHITE 


Cash 

Accounts Receivable 
Office Furniture 


REALTORS CORPORATION 

Balance Sheet ^5 kj 

July 31, 19— 

Liabilities tad Nat Worth 

$4,100 00 Liabilities 

200 00 Accounts Payable $ 500 00 

1,50000 

Net Worth 

Capital Stock $5,000 00 

Surplus 300 00 S5 300 00 


$5 800 00 


$5,800 00 



CHAPTER 4 

Closing the Books 


Closing accounts showing changes in surplus. The income, ex- 
pense, and dividend accounts are intended to show the changes in 
surplus during a period , and their balances are used in the statement 
of income and expense and the statement of surplus for the period. 
After these statements have been prepared, these accounts have 
served their purpose, and the net increase or decrease in surplus 
shown by their balances may be transferred to a Surplus account by 
a process called closing (he hooks or closing (he ledger. 

In actual business it is not customary to close the books more 
often than once a year. Very many businesses close their books on 
December 31. There is, however, a growing tendency to adopt, for 
bookkeeping purposes, a fiscal year ending at some other date: the 
fiscal year-end adopted is usually a date when business operations 
are at a low ebb. 

In many of the problems and practice sets in this text, the books 
are closed monthly. This is done because it is desired to give you 
training in the procedure of closing the books without requiring 3 - 0 u 
to record transactions for an entire \ v ear. 

Closing income and expense accounts. The income and expense 
accounts are closed b}' making and posting journal entries which 
transfer the balances of these accounts to a new account called 
Profit and Loss. The credit balances of income accounts are closed 
to the credit of Profit and Loss: the debit balances of expense ac- 
counts are closed to the debit of Profit and Loss: the credit balance 
of the Profit and Loss account then shows the net income for the 
period. 

The first entr}- to close the books of White Realtors Corporation 
at the end of J uly transfers the credit balance of the Commissions 
Earned account to the credit of Profit and Loss. The journal entry 
is as follows: 


Journal 

19— j 

July 31 > Commissions Earned .. 

1 * Profit and Lo^s 

j j To clo5C the Commissions Earned account. 


(Page 2) 


M 

j 1 



700 00' 



O' 

< 

! 1 

1 i 

700 00 


The account numbers in the folio column of the journal show 
that the postings have been made. 
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The two accounts* affected by the journal entry on the preceding 
page appear as follows 


Commissions Earned (Page 6) 


19 — 1 
July*! 

\toP &L j 

Of 0£jfjaidl5^ | 1 

-0l I 

4odoo 

30000 


1 0009} J 

70000 



Profit and Loss 

(Page 9) 

\ 

I 4 

i . 19 f , ! 

| “(Joo 

The Commissions Earned account has now been closed that is, 
it has no balance Its former credit balance of $700 00 has been 
transferred to the credit of Profit and Los 

The next journal entry clo es the Expense account 



Journal 

(Page 2) 

3l | 

i Profit and Lo_s « 9} 15000 

Expense 7] j 

To clo«e the Expense account. j • 

loojoo 

The two accounts affected b\ this journal entr\ appear as follows 



Expense 

(Page 7) 

iH I 1 1 

Juh Office rent | l| 

loOoJ7t^J/[r<.P kL |J 

loOOO 



P'ofit and Loss 

(Page 9) 


Zxpenae ? 1009 Jul 3 l f Commissions j 2[ 70000 


The Expense account has been closed its former debit balance 
has been transferred to the debit of Profit and Loss 

The Profit and Loss account has a credit balance of §550 00 
representing the net income for the month 

The effect of these dosing entries is 'hown graphically below 
The amounts of the closing entries are «hown m italics The numbers 
m parentheses indicate the sequence so which the entries are maefe 

Expense Commissions Earned 

150 j 150) Tod j 400 

| (2) (J) I 300 

Profit and Loss 

— >150 I 700 <• 


* In the foil owing ledger accounts, the debits and credits resulting from posting the 
preceding journal entry are printed in i tabes as an aid m identifying them. 
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You should observe the method of ruling closed accounts. In 
the Commissions Earned account, note the single rulings on the 
same line in the debit and credit money columns, the totals, and the 
double rulings in three places on the line below the totals. Since 
the Expense account contains only one entry on each side, totals are 
unnecessary, and the account is ruled with double lines only. 

Single rulings extend across the money columns only, whereas the 
double rulings extend across the date, folio, and money columns. 

Closing the Profit and Loss and Dividends accounts. During 
July the surplus was increased by the net income and decreased by 
the dividends. To show these increases and decreases in surplus, 
the balances in the Profit and Loss and Dividends accounts are 
closed to a Surplus account. 


The following journal entry closes the Profit and Loss account. 

Journal (Page 2) 


31 Profit and Loss . . 

' Surplus 

1 To close the Profit and Loss account. 


•i 9 

10 . 


550 00 

I 

i u 


The two accounts affected appear as follows: 

Profit and Loss 


550 00 


(Page 91 


19— 

Julyj 

j 

G 

31* Expense 

31i To Surplus 

i 

>» 

2 

2 

1 

150 00 . July '3 1, Commissions 

5 30 r >f i 

2 700 00 

j 


700 oo ; ; 

! 700 00 




Surplus 

(Page 10) 


I J ! 

! i 1 

\ 

S 

, '10— | t 

j July 31. -Ve! income 

j J J 30 'fj 


The following journal entry closes the Dividends account. 

Journal (Page 2) 


31,' Surplus. 


Dividends . . . 

To clo-e the Dividends account. 


10 ' 

ft' 


250,00' 


The two accounts affected appear as follows: 

Dividends 


250 (>0 


(Page S) 


19—! - 
.hilv 31- 


I } il& , , ) 

jjlj 250 00;/u7y, W* To Su-pl-v ^ 2 ^ W 

Surplus ‘ (Page 10} 


10 — j s 

JuhjS 1 1 Dividends 


1 j i 19 — j ! 

?, 2 50, 02. July, 31; Net income 


550,00 
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All the accounts showing changes in surplus during July ha\e 
now been closed, and the $300 00 credit balance in the Surplus ac- 
count represents the surplus at the end of July 

Summary of closing entries. The procedure of closing the in- 
come, expense, and dividend accounts is summarized as follows 

Close the income and expense accounts to a Profit and Loss 
account The balance of the Profit and Loss account then 
shows the net income for the period, 

Clo=e the Profit and Loss account and the Dividends account to 
Surplus The balance of the Surplus account then slums the 
accumulated, undistributed profits at the end of the period 

The complete closing procedure is shown graphically below 


Commissions 

Dividends Expense Earned 


250 

250) 

150 | 

150 ) 

|~(7O0 

400 

300 




(2) 

(/) 



Profit and Loss 

'—>150 I "OCX - 
-{550 


I * Surplus (5) 

1 — 3-^50 1 65(H 


The journal page containing all the closing entnes is shown below 


Journal (Page 2) 



Commiss ons Earned 

oj 

700 




3 l 

Profit and Loss 

! To close the Commissions Earned account 

1 


ooj 

700 

00 

31 

Profit and Loss 

9; 

150 

00 




! Expense 

To close the Expense account 

v ! 



1 150 

00 

31 

Profit and Loss 

9 

550 

00 




Surplus 

To close the Profit and Loss account 

10 



5o0 

00 

31 | 

Surplus | 

10 

250 

ooj 




Dividends 1 

To close the Dividends account 




250 

00 
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Ledger. To indicate as clearly as possible the effect of closing 
the books, the accounts of White Realtors Corporation are shown 
below. They are given in two groups: 

(1) Accounts which remain open after the books are closed. 

(2) Accounts which have no balances after the books are closed. 


Accounts which remain open after the books arc closed: 


Cash (Page 1) 


19— I 

July ij ; 

24j | 

i,i 

Hi 

i *19 — 

5,000 00.JuIv 10, 

400 oo; 2S 

100 00, [3lj 

1 

il 

1,000 00 
i.io'oo 
2.30;00 



J. H. Duncan 


(Page 2) 

19- ] 

JulyjcO'i 

:1 j 

19- j 

300,0OJuiy,24j 

! h 

ioo;oo 



Ofice Furniture 


(Page 31 

19 — j 1 

July! 3j 

hi 

i.oooho] i j 

II 

1 

i 



G. H. Balter 


(Page 4) 

19— i 1 

Jul.VjlOj 

i k 

, ,19—, | 

1.0JO,00_JuIy, 3j 

Ni 

1,50000 



Capital Stock 


(Page 5) 

! ! 

i i 

1 1 

•19— 1 

, .July, I, 

} i 

1 K 

5.000 00 



Surplus 


(Page 10) 

10 1 

A t ' . . 

July ,3 1 4 Dividends 

1 

i .19 - ' 

2.30 00 J ulv SliXet Income 

; i 

i 2 

! 

5,30 [00 


Accounts with no balances after the books arc closed: 


Commissions Earned 


19 — * * to — 

Jutv'ot To P. & U i 2 7tw r-0 July l.- 





(Page 6) 


I 1 tnoiV) 

j 1 300 CO 

. ’ 700 00 


Expense 


(Page 71 
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Dividends (Page 8) 



Before the books are closed 

The balance in the Surplus account shows any surplus which 
may have existed at the beginning of the period 

The balances m the income, expense, and dividend accounts 
show the changes in surplus during the period 

After the books are closed 

The balance m the Surplus account shows the surplus at the 
end of the period 

The income, expense, and dividend accounts have no balances 
They are therefore ready to record the changes m surplus 
during a subsequent period 

Trial balance after closing After the books ha\ e been closed, 
it is advisable to take an after closing trial balance, to be sure that 
the equality of debits and credits in the ledger has not been destroyed 
by errors in closing the books The trial balance of White Realtors 
Corporation after closing on July 31 is shown below 


WHITE REALTORS CORPORATION 
After Closing Tnal Balance 
July 31, 19- 


Cash 

J H Duncan 
Office r urniture 
G II Baker 
Capital Stock 
Surplus 


4 100 00 
200 00 
1 oOOOO 


500 00 
5 000 00 
300 00 


5 800 00 5 800 00 


Accounts of subsequent periods. Before the books of White 
Realtors Corporation are closed at the end of August, the Surplus 
account will show the surplus on July SI, as follows 
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Since the income, expense, and dividend accounts were closed at 
the end of July, their balances on August 31 will show the changes 
in surplus during August. To illustrate, let us assume that these 
accounts appear as follows : 


Commissions Earned (Page 6) 


19— 

July 

31, 

To ?. & L. 

*2 


l - 
1 1; 

1 i; 






s i 
i 1 

700 00 ! \ 

! i 

j , , lin 

700 00 




1 1 

Aug. 9 

i i 22 

i s. 






Expense 


(Page 7) 

-i 

Julyi2S, Office rent 

1 1 

j 19— ' 

150 00 Julv 31' To P. & L. 

1 

o 

! 

150 00 

Aug. 

13) Supplies 

2Sj Office rent 

n 

10 00 1 j 

150 oo; , ; 

i i 

i 





Dividends 


(Page 8) 

19-j 

Julv|31 


ti 

i 10 — i 

250 00 July 31* To Surplus 

i j 

i - 

250 ! 00 

Aug. 

31. 


1 31 

250 oo: , J 

i j 

I 


Statements. The following statement of income and expense 
shows the net income for August. 

WHITE REALTORS CORPORATION 
Statement of Income and Expense 
For the Month of August, 19 — 


Income from Commissions 5675.00 

Deduct Expenses 109.00 

Net Income. . . . • $500.00 


' The following statement of surplus shows the surplus at the be- 
ginning of August (per the balance of the Surplus account), the 
changes during the month, and the surplus at the end of the 
month. 


WHITE REALTORS CORPORATION 
Statement of Surplus 
For the Month of August, 19 — 

Surplus, July 31. 19 — . . 

Add Net Income for the Month . 

Total 

Deduct Dividends 

Surplus, August 31, 19 — 


5300.00 

509.00 

5509.00 

950.00 

5559.00 
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After these statements and the balance sheet ha\ e been prepared, 
the accounts can again be closed by journal entries similar to those 
made at the end of July The balance in the Surplus account will 
then show the surplus at the end of \ugust 

Sequence of accounting procedures The \ anous accounting 
procedures explained m this and the preceding chapters are per- 
formed m the following sequence 

Journalize 

Po«t 

Take a trial balance 

Prepare working papers (this is optional if there are only a few 
accounts, experienced bookkeepers do not make working 
papers, since the statements can easily be prepared without 
them) 

Prepare a statement of income and expense for the period 

Prepare a statement of surplus for the period 

Prepare a balance sheet showing the financial condition at the 
end of the period 

Make and post the journal entries necessary to close the books 

Take an after-closing trial balance 

Man\ companies prepare statements monthly, but close the 
book* only once a year In such cases, the procedure is as follows 

Monthly routme 

Journalize post take a trial balance prepare working 
papers prepare a statement of income and expense, a •state 
ment of surplus, and a balance c heet 

At the end of the \ ear 

Make and post the journal entries necessary to close the books 
take an after-clonng trial balance 

Punctuating numbers "When numbers are written on columnar 
ruled paper, it is unneces. an to indicate decimal locations by using 
commas and period*, the rulings accomplish this purpose Num 
beis written on paper which does not ha\e money column rulings 
should be punctuated, thus 2,356 457 87 

Use of zeros and dashes In book* of original entry, ledger 
accounts, tnal balances, and working papers the use of two zeros 
or a dash in the cents column is a matter of choice Thus, an amount 
may be written 1 257 00 or 1 257—. Many bookkeepers feel that 
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a dash is more easily written than two zeros, and that the use of 
dashes facilitates the addition of the cents column. 

In balance sheets and other statements it is preferable, for the 
sake of appearance, to use zeros. 

Dollar signs. Dollar signs need not be written in books of 
original entry, ledger accounts, trial balances, and working papers. 
They should be used in balance sheets and other formal statements. 
In such statements, a dollar sign should be written: 

Beside the first amount in each column. Look at the balance 
sheet on page 21 and observe the dollar signs in $4,100.00, 
8500.00, and $5,000.00. 

Beside each amount appearing below an underline. Look at 
the statement of surplus on page 33 and observe the dollar 
signs in SS09.00 and in $559.00. 

Red ink. Bookkeepers formerly used red ink for any rulings in 
books of original entry and ledger accounts. This practice is now 
becoming obsolete. 
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Cost of goods sold. The foregoing statement does not show the 
computation of the cost of goods sold. The cost of goods sold is 
computed by deducting the merchandise inventory at the end of the 
period from the cost of merchandise available for sale. 

If ice assume (hat there v:as no inventory at the begin ning of the 
period, the only goods available for sale would be those purchased 
during the period. The profit and loss statement, expanded to show 
the computation of the cost of goods sold, would appear as follows: 

THE DOUGLASS COMPANY 
Statement of Profit and Loss 
For the Month of November, 19 — 


Sales 

Deduct Cost of Gooch Sold: 


$35,000.00 

Purchase^ . . 

$30,000.00 


Deduct Inventory, November 33, 19 — 

5,000.00 


Cost of Goods Sold .... 


25,000 00 

Gross Profit on Sales. . . . 


510,000.00 

Deduct Expenses 


7,000.00 

Net Profit 


5 3,000.00 


If we assume that there i cas an inventory at the beginning of the 
period, the goods available for sale would include the inventory at 
the beginning of the period and the purchases during the period. 
The cost of goods sold would be computed as shown below: 

THE MORTON COMPANY 
Statement of Profit and Loss 
For the Month of September, 19 — 


Sales, , $3,350.00 

Deduct Cost of Goods Sold: 

Inventory, September 1, 19 — . ... 51,000.00 

Purchases - 2,700.00 

Total 53,700.00 

Deduct Inventory, September 30, 19 — . . 1,150.00 

Cost of Goods Sold 2,0.50 00 

Gross Profit on Sale 5 . ? 500.00 

Deduct Expenses ^ 

Net Profit for the Month . s t >00.00 


Information required. For the preparation of the foregoing state- 
ment of profit and loss of The Morton Company, it was necessary 
to have the following information: 

$3,350.00 
1,090 09 
2,700.09 
1,150.00 
200 00 


Salts 

Inventory, September 1 . 

Purchases 

Inventory, September 30 
ExDenses 
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Since we are already familiar with the Expense account, we hat e 
to consider onlj four new items, which will be discussed in the fol 
lowing order Inventors at the beginning of the period, Purchases, 
Sales, Inventory at the end of the period. 

Beginning inventory. The debit balance in the following ac 
count represents the asset of merchandise owned by The Morton 
Company on September 1 the debit was made in this account at 
the beginning of the month. 



Inventory 

19- | 

I 1 1 [ , ll II 1 

Sept. lj| 

| ll i ooo|ooj II II] 

Purchases 

Purchases increase the merchandise asset, there- 

fore, purchases 

are recorded bj debits, as in the following account 

Purchases 

19— k 

1 1 \ I 

Sept 3 

1 1^j0900| 


| 1 t20900l | | 


Sales Sales are recorded bj debits to Ca c h or to customers’ 
accounts and bj credits to the Sales account The following ac- 
count contains a record of the sales of The Morton Company for 
the month of September 


Seles 



\ 1 

II 1 1 1 MS 

ll 2000 00 
1J I^jOOO 


Ending inventory At the end of the period it is necessarj to 
determine the t alue of the lm entory on hand bj counting, weighing, 
or otherwise measuring the merchandise, and bj p "icing it This 
procedure is called ta] ing inventory 

Illustrative transactions Following are the transactions of The 
Mo"-ton Compam for the month of September 

Sept 1 — The stockholders invested $4 00000 cash and merchandise 
valued at 51 000 00, in exchange for capital stock of a par 
i alue of $5,000 00 

3 — Merchandise costing $1,500 00 was purchased for cash. 

7 — Merchandise costing $1,200 00 was purchased from George 
"White on account 


18 — A $2 000 00 sale of merchandise was made for cash. 
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25 — Merchandise was sold to E. F. Bailey on account, $1,350.00. 

20— A cash payment of $500.00 was made to George White on ac- 
count. 

27 — A cash collection of $750.00 was received from E. F. Bailey, 
to apply on account. 

2S — The store rent for the month, $200.00, was paid in cash. 

30— A cash dividend of $250.00 was paid to the stockholders. 


Transactions journalized. Following is the journal containing 
a record of the transactions just listed. (The first journal entry is 
a compound entry; a compound journal entry contains more 
than a single debit and credit.) 


Journal 


(Page 1) 

4,000 

> 

'op 



1,000 

00 





| 5,000 

00 

1,500 

00 


! 


( 

i 

i 

1 

1,500 

00 

1,200 

i 

.00 


; 


! 

' 

1,200 

00 


ID— 

Sept. 


lj Cash 

j Inventory . 

| Capital Stock . 

5 Investment by stockholders. 

1 

3 1 Purchase* 

; Cash 

i Cash purchase of merchandise. 

7j Purchases 

George White 

Purchase of merchandise from George White on 
account. 


ISC Cash 

1 Sales 

Cash sale of merchandise. 


1 25 E. F. Bailev 

Sales 

Sale of merchandise on account. 

20 George White 

Cash 

Payment to White to apply on account. 

Ca*h .... 

E. F. Bailey 

Collection from Bailey on account. 


2S Exyense 

Cash 

Payment of store rent. 

30' Dividends 

| Cash 

j Payment of dividend to stockholder*. 


2,000 


1,350 


00 


00 


50000 


750 00 


200 


00 ; 


250,00, 

! I 


2,000 


1 1,350; 


00 


00 


500 00 


750 00 


200 


0C 


( 

250.00 
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Ledger accounts The following ledger accounts were produced 
bj posting the foregoing journal entries 



E F Bailey (Page 2 ) 


19-1 | 

Sept | 2 oj| 

1 1 ,M H 1 

| l| 1 3 o 0 00 Sept | 27 [ 

j l| 7 ooU 


Inventory 

(Page 3 ) 

1.9 — | j 

Sept[ l( 

| l| 1 000 Oft | j 

II 1 


George White 

(Page 4 ) 

Sept Isej 

| l| sooW&pt 1 :| 

| l| 120oU 


Cap tal Stock 

(Page 6) 

1 1 

tl iK.1 

| i| sotJoo 


Purchases 

(Page 6) 


11 1 500 ’ 0 M 

I l] 1200003 I 1 

II 1 


Sales 

(Page 7 ) 

11 

1 1 1 Fti 

1 200000 
| ij VSoOUO 


Expense 

(Page 8) 

19-1 | 

Sept [2SS 

| lj 21»W! 1 | 

II 1 


Dividends 

(Page 9 ) 

— 1 1 

^pt iso! 

| lj 2.J00] 1 1 

II 1 
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Working papers. The working papers on page 42 were pre- 
pared as follows: 

(1) -The statement heading and the column headings were 

written. 

(2) The trial balance was entered. 

(3) Each balance in the trial balance was extended to one of the 

Profit and Loss, Surplus, or Balance Sheet columns. 

(4) The inventory at the end of the period was entered in the 

Profit and Loss credit and the Balance Sheet debit col- 
umns. 

(5) The net profit for the month was entered in the Profit and 

Loss debit column as a balancing figure, and in the Surplus 
credit column. 

(6) The Profit and Loss columns were footed and ruled. 

(7) The surplus at the end of the month, S350.00, was entered 

in the Surplus debit column as a balancing figure, and in 
the Balance Sheet credit column. 

(S) The Surplus columns and the Balance Sheet columns were 
footed and ruled. 

In order to indicate clearly that the items entered in the Profit 
and Loss columns of the working papers are those required to be used 
in the computation of the net profit, these items are shown below 
in a somewhat different order than that in which they appear in the 
working papers. 

Profit and Loss 
Statement Columns 


Debit Credit 

Inventory, September 1 1,000.00 

Purchases 2,700.00 

The total of these t-,vo items represents the co^t of 
goods available for sale. 

Inventory, September 30 1,150.00 

The Profit and Loss columns now have a debit bal- 
ance of §2,539.00, representing the eo?t of goods sold. 

Sales. .... . . 3,o50.00 

The Profit and Lo-ss columns now ha\c a credit bal- 
ance of SSOO.OO, representing the gross profit on sales. 

Expense 200.00 

The Profit and Lo^s columns now have a credit bal- 
ance of $000.00, representing the net profit for the 
month. The columns are balanced as follows: 

Net Profit 000-00 


-1,500.00 4.500,00 

Statements from working papers. The statements on page 43 
were prepared from the working papers on page 42. 
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THE MORTON COMPANY 
Statement of Profit and loss 
For the Month of September, 19 — 

Sales 

Deduct Cost of Goods Sold: 

Inventory, September 1, 10 — $1,000.00 

Purchases... . . . 2,700.00 

Total .... $3,700.00 

Deduct Inventory, September 30, 19 — . 1,130.00 

Cost of Goods Sold 
Gross Profit on Sales 
Deduct Expenses . . 

Net Profit 

THE MORTON COMPANY 
Statement of Surplus 
For the Month of September, 19 — 

Net Profit for the Month 
Deduct Dividends 
Surplus, September 30, 19 — 

THE MORTON COMPANY 
Balance Sheet 
September 30, 19 — 

Liabilities and Xct Worth 

$1,300 00 Liabilities: 

600.00 Accounts Pavable . $ 700.00 

1,150.00 

Net Worth: 

Capital Stock $5,000.00 

Surplus 350.00 5,350 00 

$0,050 00 $6,050 00 

Closing the books. Closing the books of a merchandising com- 
pany accomplishes two tilings: (1) All accounts used in determin- 
ing the net income for the period, and any other accounts (such 
as Dividends) showing changes in surplus during the period, are 
closed; (2) The inventory at the end of the period is entered in the 
books as an asset. 

The journal entries to close the books of The Morton Company on 
September 30 are shown on pages 44 and 46, and the ledger accounts 
affected by the closing entries are shown on pages 45 and 47 opposite 
the journal entries. After reading each journal entry, look at the 
opposite page and observe how the accounts are affected. 

The order in which the accounts are closed is, to a certain extent, 
a matter of personal preference. In the illustration, they are closed 
in the order in which they appear in the profit and loss statement. 


Assets 

Cash 

Accounts Receivable 
Inventory 
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Closing the Sales account 


19— 

1 

18 | 1 


Sept 

303 Sales 

7 3 3o0 00] 


Profit and Loss 
| To close the Sales aceou it 

lOj 1 3 3o0 

00 



Closing the Inventory account 


30 

Profit and Loss 1 

Of, 1 000 00| I 


1 Inventors 

3 1 000 0 


To charge Profit and Los? with the in\ entorv at 



the beginning of the period 

1 I 1 


Closing the Purchases account 


30 1 rofit and Loss 

110.1 2 700,001 1 

Purchases 

| 6 2 700 00 

| 1 To close the Purchase* a cou t 

II II 1 


Recording the inventory at the end of the period 

This entrj places the September 30 lm entorj on the books as an 
asset, with an offsetting credit to Profit and Loss The credit 
to Profit and Loss represents a deduction from the opening 
inventory and purchases co ts it bach were debited to that 
account 


30 

Inventor} j 3 

1 loO 

OO 1 

| 


Profit and Loss 1C 



1 150 


To place the September 30 inventory on j 
the books as an asset, and to credit Profit and 
Loss with the amount thereof j 








Profit and Loss 


(Page 10) 


19 — i < i 19 — i 111 

Sept. 30, Inv\, Sept. 1 ,2] 1 ,000[0C.Sept.[30, Sales | 2'] 3,330 00 



19 — i I 

Sept. 30j Inv., Sept. 1 
30 Purchases 


I ‘ , 19—l I - , 

I 2 1,000 00 scotJ.iO bale~ 

1 2' t 2,700 00, ‘ 1 , 


2 3,330 00 

1 ! 


(Page 3) 
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Cl'jnrjg 0 # Evp** w> cxemaJL 


J-'rf— 1 j 

i f 

1 t 

| 

Vyt '33 P'vCt fctrd J>jet 

I 10 

299OT 

1 

! | 

k 


27JOT 

1 j 1v ujh* t,h* Jjrp*-td*<- fl'-c'juot 

i J 

1 I 

1 


C'l'jrtTsj tfs Prop and l/n a vurjrJ. 


Itf3 P'vli' 5 

4tid Iw-JW- 

Ttf wro 

— T 

| bury Ufc 

ii i 

f/nm 

I Tot 

thusI*-* u«n yrvlrt tv burplur 

1 i I 

J 


Clovtng Os DatdsrA* aocwtrj. 

><f) burplu> 

| JJ»xtatdfc 

] £ Xo U jb- tti*- L> % id^u-it ar+v u. 1 * 


in] s/rw, 

i i 



19- 

Sept. 


30i Inv., Sept. 1 
30] Purchases 
30] Expense 


Profit and Loss (Page 10) 



19 — | 

Sept.JSO, Dividends 


2 
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The procedure of clo’ung the books of a merchandising company 
is shown graphicallj below The closing entries are printed in 
italics The numbers mdicate the sequence in which the entries 
are made 


Profit and Loss 


1000 

1000)- 




1500 

1200 


Expense 


(1) 

Sales Sfi.iO 




(*> 

I nr 9/1 

1000' 




i (5) 




«) 



Ira 9 /SO 1,150 




(5) . 

Expense 

£00 




*— (A«t Profit 

I 

600 



£50) > Dividends £ SO 


Ledger accounts Following are the ledger accounts after the 
books are closed 

Accounts not affected by dosing entries 

Cash (Page 1) 


19— 

Sept.1 


'1 

U 19_ 

1 4 OOOOOjSept 

3 

l| 1 500 00 

1 

1 2 00000j 

1 7o000j 


lj 50000 

if 20000 
if 2o000 
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E. F. Bailey 


(Page 2) 

10- 

Sept., 

25 j 

j 

( 

ll 

10 — } 

1 ,350, GOjSep t. , 27, 

I n 

1 

1 

750 no 




George White 


(Page 4) 

19— | a 
Sept.|26j 


■I 

o00 t 00^Sept.j 7j | 


1,200 00 




Capital Stock 


(Page 5) 




; J 

I ; i9 ~' i i 

! tScpt-i i] i 

ii 

5,000.00 

Accounts affected by closing entries: 






Inventory 


(Page 3) 

19— 

Sept. 

1J 


} 

V 

! , 10— ' ? j 

1,000 00 Sept. 30 To P. A L. 

i i 
i 

2 

1,000 00 

Sept. 

30. 


2] 

1,150,00] j 1 

j ! 


Purchases (Page S) 


19- 

Sept. 


an 

BB 

| 


B 


HBBESiEiM#. 

■1 gaypiwm 




Sales 




(Page 7) 

19— 

i 

| 

( .19-1 

l 

1 

i 

1 

Sept. 

30 To P. & L. 

2 1 


IS 

, 

i 

2,000 00 


J 

, 1 

1 | 

9V 


ii 

1,350 00 



L* 

3,3 50100.’ 

LJ 

1 

e H 

3,350 00 




Expense 




(Page 8) 

19—1 

i 

i 

| 19— 

i i 

i ! 

; i 

j 

Sept.] 

!2Sj 

i| 

200 00 Sept. 

[30] To P. & L. 

i 2, i 

200.00 




Dividends 




(Page S) 

IPH 


i ? 

1 '19- i 

\ 

i 


» 


1 1, 

250 00 Sept. i30, To Surplus 

O 

2.50 00 




Profit and Loss 



(Page 10) 

19— 

i 

i 

1 

1 ^ 


3 

1 

Sept. 

30] Inv., Sent. 1 

2 

1,000 00 Sept.’SO, Inv., Sept. 30 

*> 

1,150 00 


30j Purchases 

2, 

2,700 00 

130' Sale* 


3,350 0-0 


30! Expense 


200looj 


J l 

i 

j 


30; To Surplus 

2* 

600 00 




j 


j 

| j -5,500 00. 



4,50*5 00 




Surplus 




(Page U) 


j I . U9- 5 

Is; 250 00 Sept. 30. Net Profit 2. 600 CO 


10 — i 

Scpt.[30] Dividends 
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Net loss for period. If the expends exceed the gross profit for 
the penod, the statement of profit and loss will appear as illustrated 
below 


THE A B COMPANY 
Statement of Profit and Loss 
For the Month of February, 19 — 


Sales 

Deduct Cost of Goods Sold 
Inventory, February 1, 19 — 
Purchases 
Total 

Deduct Inventory February 28, 19 — 
Cost of Goods Sold 
Gross Profit on Sales 
Deduct Expenses 
Net Loss 


$5,000 00 


$1,000 00 
4,300 00 
$5 300 00 
800 00 

4 500 00 
$ 500 00 
600 00 
S 100 00 


Since the operations resulted in a loss, the Profit and Loss ac- 
count will have a debit balance, and will be closed by an entry 
debiting Surplus and crediting Profit and Loss 

In the working papers, the Profit and Loss columns will be 
balanced by entering the net loss in the credit column The net 
loss will also be entered in the debit Surplus column 

Loss on sales. If the cost of goods sold exceeds the sales, the 
operations will result m a loss on sales instead of in a gross profit, 
and the statement will be prepared as follows 


THE X Y COMPANY 
Statement of Profit and Loss 
For the Month of July, 19 — 


Sales 

Deduct Cost of Goods Sold 
Inventory, July 1, 19 — 
Purchases 
Total 

Deduct Inventory, July 31, 19 — 
Cost of Goods Sold 
Loss on Sales 
Add Expenses 
Net Loss 


$10 000 00 


$ 2 000 00 
9,300 00 
$11 300 00 
1,100 00 

10 200 00 
S 200 00 
500 00 
$ 700 00 


Nature of surplus and deficit. The net worth of a business is the 
excess of its assets over its Labilities To illustrate 

If a business owns assets in the amount of $45 000 00 

And owes liabilities amounting to 15 000 00 

Its net worth is $30 000 00 
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The net worth of a corporation is shown in its balance sheet in 
two amounts, as illustrated below: 

(1) If the company issued capital stock of §25,000.00, and sub- 

sequently increased its net worth §5,000.00 by profits, its 
net worth would be shown in the balance sheet thus : 

Net Worth: 

Capital Stock ... . . §2.3, 000.00 

Surplus 5,000.00 550,000.00 

(2) If the company issued capital stock of §40.000.00 and sub- 

sequently decreased its net worth §10,000.00 by losses, its 
net worth would be shown thus: 

Net Worth: — 

Capital Stock ... ... §40,000.00 

Deduct Deficit 10,000.00 §30,000.00 


Office Routines; Documents 

Duties of the accounting department. The work of the ac- 
counting department includes: 

(1) Writing up various documents, such as sales invoices, checks, 

and notes. Most of these documents are delivered to the 
parties with whom the company does business: duplicates 
of some of these documents (duplicate sales invoices, for 
instance) may be retained in the company's files for future 
reference and as evidence of the propriety of the entries for 
the transactions. 

(2) Checking similar documents received from the parties with 

whom the company does business to determine whether or 
not they have been prepared in accordance with the facts 
of the transactions. After haring been checked, the doc- 
uments are filed as evidence of the transactions. 

(3) Recording the transaction facts indicated by the doc um ents 

■written up in the office or received from other parties. 

Internal control. The office and accounting procedure should be 
so organized that errors will be prevented so far as possible, and that, , 
if errors are made (either by the company's employees or by em- 
ployees of the people with whom the company does business), they" 
probably will be discovered. Moreover, the work of the various 
members of the organization should be so interrelated and checked’ 
that fraud cannot be committed and concealed without the collusion 
of two or more persons. The method of effecting these safeguards 
is called the system of internal check or internal control. The pro- 
cedures described in this chapter are typical. 
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Purchase Routine 

Purchase requisitions In a large and well organized business, 
with a good system of internal control, all purchases are made by the 
purchasing agent, who obtains information concerning requirements 
from purchase requisitions sent to him by other members of the 
organization Requisition forms are of various lands, the following 
is illustrative 


R E. JOHNSON &. COMPANY 

Requisition No 

Please purchase 

Ml 35 rw„ July 2 19 

for delivery before July 6 

Quantity 

Description 

10 cases 

15 cases 

10 oases 

XXXX Strawberry preserves 

Acorn Peanut butter 

Acorn peas 

Requisitioned b 



Pure 

Purchase Order 

hasing Agent’s Memorandum of Order 

N„ 1705 The Osborne Co 

July 2 Chicago 

1 


Purchase Requisition 


Purchase requisitions may be filled out by various persons de- 
pending on the nature of the business and the size of the organiza- 
tion 

In the case of staple merchandise, the merchandise manager may 
fix a minimum quantity below which the stock must not be allowed 
to fall without reordering When the stock is reduced to the mini- 
mum quantity determined by the merchandise manager, the stock 
clerk enters the description of the article on a requisition he may also 
enter the quantity to be ordered (if a standard quantity to be pur- 
chased has been established), or the quantity may be entered on the 
requisition by the merchandise manager 
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In the case of nonstaple merchandise, the requisition may be pre- 
pared in the office of the merchandise manager, after consultation 
with the sales manager regarding quantities which probably will be 
required. 

Purchase order. The purchasing agent places the order by filling 
out a purchase order. Purchase orders vary in form; the following 
is illustrative. 


Purchase Order No. 1705 

R. E. JOHNSON & COMPANY 
2913 North Western Avenue 
Chicago 


Tn The Osborne Companj r 

Date 

July 2, 19 -- 


Deliver 

Before July 6 

2l5 West Canal Street 

Ship via . 

F. 0 B . 

Your truck 



Chicago 

Terms— 

1/10; n/50 


Quantity 

Description 

Price 

10 cases 

XXXX Strawberry Preserves 

13.90 

15 cases 

Acorn Peanut Butter 

4.60 

10 cases 

Acorn Peas 

6.20 


R. E. Johnson & Company 

Req. No 1:155 By 

Purchasing Agent 


Purchase Order 


Three copies of the purchase order may be made, and disposed of 
as follows: 

Original — sent to the supplier from whom the goods are being 
purchased. 

First carbon — retained in the purchasing department files. 
Second carbon — sent to the receiving department. 
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The uses subsequently made of the first and second carbon 
copies of the purchase order are desen bed m a subsequent section 
of this chapter Briefly it may be stated here that, when the goods 
and the invoice are received from the seller, a clerk m the purchasing 
department checks the invoice against the first carbon copy of the 
purchase order to see that they are in agreement as to the nature 
and quantities of the merchandise, the prices, and the discount and 
freight terms The second copy is used by the receiving clerk when 
the goods are received 

Invoice The purchaser receives an invoice from the seller 
The invoice desenbes the merchandise shipped, shows the amount 
charged therefor, and gives other important information An il 
lustratwe m\oice appears below 


THE OSBORNE COMPANY 

2 i s West Canal Street 

Chicago Illinois 

Tnvmr<» No ^397 



E Johnson & Company 1/10 n/30 

2913 North 7/estern Ave 

Chicago, Til FOB 


Shipped to 


July 3 | 

How Shipped rruclc 

Car No & Initials 

Quantity 

Description 

Unit 

Price 

Amount 

10 cases 

XXXX Strawberry Preserves 

13 90 

139 00 

15 cases 

Acorn Peanut Butter 

4 60 

69 00 

10 cases 

Acorn Peas 

6 20 

62 00 

270 00 


Invoice 
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Purchaser’s verification of invoice. When the invoice is re- 
ceived, it is sent to the purchasing department, where a check sheet- 
in the following general form is pasted to it, or a rubber stamp im- 
print of the same form is made on it. 


Goods checked to invoice 
Invoice checked to purchase order for: 
Merchandise 
Prices 

Discount terms 
Freight terms 

Invoice footings and extensions checked 

Approved for payment 

Paid by Check No Date. 


Check Sheet 

Before the purchase is recorded, the purchasing company should 
know that: 

(I) The goods invoiced have been received. 

The second carbon of the purchase order was sent to the 
receiving department. When the goods are received, the 
receiving clerk: 

Inspects the merchandise to see that it is in good condi- 
tion. 

Counts, weighs, or otherwise determines the quantities 
received, and enters these quantities on his copy of the 
purchase order. This copy was made with a narrow 
carbon, so that the quantities ordered were not typed 
on it: such a practice assures a careful count by the re- 
ceiving clerk instead of a perfunctory checking of typed 
quantities. 

Initials the copy of the purchase order and sends it to the 
purchasing department, where it is filed in a binder 
called a rewiring record. 

A clerk in the purchasing department compares the quanti- 
ties received (shown by the receiving record) with the 
quantities billed (shown by the invoice! . If they agree, 
he initials the check sheet on the “Goods checked to in- 
voice’' line. 
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(2) The invoice agrees with the purchase order 

The first carbon of the purchase order was retained in the 
purchasing department files A clerk checks the invoice 
against this carbon of the purchase order to see that the 
merchandise invoiced is the same as the merchandise 
ordered and that the prices the discount and the freight 
terms are correct He indicates the accuracy of these 
matters by initialing the check sheet on the four lines pro- 
vided therefor 

(3) The extensions and footings of the invoice are correct 
The computations are checked by a clerk m the accounting 

department and their accuracy is indicated by his initials 
on the Invoice footings and extensions checked line of 
the check sheet 

After the invoice has been checked an entry is made to record the 
purchase 

Payment of the invoice The terms of the invoice received 
from The Osborne Company were 1/10 n/30 This is read as 
follows 1% in 10 days net 30 * It means that 1% cash discount 
will be allowed if the invoice is paid within ten days from its date 
July 3 and that the invoice is due in thirty days without discount 

To be sure that all invoices are paid within the discount period 
they may be filed m a tickler which is a card file with index cards 
bearing dates The Osborne invoice will be filed behind the card 
for July 12 which is the date on which the check should be mailed 
to reach the creditor before the expiration of the discount period 

When the payment date arrives the invoice is taken from the 
tickler and sent to the treasurer If there are funds available for 
the pay ment of the invoice the treasurer signs or initials the check 
sheet on the Approved for payment line and e°nds the invoice to 
the cashier who 

(1) Draws & check 

(2) Enters the check number and date of pay ment on the cheek 

sheet attached to the invoice 

(3) Sends the check to the treasurer for his signature The 

check is clipped to the invoice so that the treasurer can 
be sure that the check he is signing is m payment of an 
approved mv oice 


* The express on nel Kara snotner because the gross a nount of the mvo ce (not the 
net amount) is payable after 30 days 
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The treasurer sips the check and sees that it is mailed to the 
creditor. The invoice is sent to the bookkeeper, who records its 
pajunenfc. The invoice is then filed for future reference as evidence 
of the propriety of the entry for the purchase and the entry for the 
payment. 

Checks, advices, and receipts. When a remittance is sent to a 
creditor, it is important to give the creditor information which will 
indicate the particular invoice which is being paid. A debtor may 
owe several bills; he has a legal right to specify that his remittance 
shall apply to a certain bill or certain bills, and the debtor's and the 
creditor’s records should show which bills are being paid. It is also 
desirable to obtain a receipt from the creditor. Several methods 
may be used to accomplish these purposes; two methods in common 
use are described below: 

(1) The check form may be a simple one. similar to the following 
illustration : 


FIRST NATIONAL BANK 2-1 


No 


15S3 


Chicago. “jG-7— l?-i 19 A 

Pay to the order of The Osborne Ccrpany tZev.ZO 


Exactly .$267^5 qCts. 


Dollars 


P.. E. Johnson S: Company 

-y Trcaiir 


Check 


When the purchaser sends the seller the check, he may send 
with it a letter, stating that the check is sent in payment 
of the creditor’s invoice 2397 of July 3, in the amount of 
S270.00, less 1 % cash discount. 


This method has two disadvantages: 

(a) It necessitates writing a letter. 

(b) Although the creditor’s endorsement of the check is a 

receipt for 32G7.30, it is not an acknowledgment of 
the payment of a particular invoice. 

(2) Data with respect to the invoice that is being paid may be 
shown in a space provided for that purpose at the left 
of the check. 
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FIRST NATIONAL BANK 2 1 No _1668 

Ch capo July 12 , n 

The Osborne Company $267 0 

Exact ly S 2 6 7r ■ sc Crs iwi,„ 

Date 

1 Invo ce ! 

Amount 

7/3/19 

1 2397 

270 00 

Total 

Discount 

Net 


270 00 

2 70 

R E Johnson 8. Company 

267 30 

Trtaso tr 


Check with Space for Data at Left 


The back of the left end of the check contains the following 
or similar words Endorsement of this check bj the 
paj ee shall constitute a receipt for the items described on 
the face thereof A receipt for specific items is thus 
obtained from the creditor 

Sales Routine 

Sales. The office and accounting procedures with respect to 
sales differ in letail and wholesale businesses they also depend on 
the nature and size of the business The procedures described in 
the following paragraphs are typical and illustrate e but you should 
understand that, although they are indicate e of methods of estab- 
lishing internal control, other procedures may be used with equal 
effectiveness 

In retail stores where the orders in most cases are oral the clerk 
may merely rmg up the sale on the cash register If it is a charge 
sale, the salesman may make out a sales ticket in duplicate showing 
the name and the address of the customer and the items purchased, 
the original wall be given to the customer and the duplicate will be 
sent to the bookkeeping department for entry in the records If 
the order is to be filled from stock in the storeroom, a third copy may 
be made for use in filling the order 

In wholesale businesses most orders are receiv ed m written form 
from the company s salesmen or customers, the sales are made on 
account, and the goods are shipped or otherwise delivered to the 
customers The procedure may be somewhat as follows 

(1) The order goes to the credit department for approval of the 

customer s credit rating If the approval is giv en, 

(2) The order goes to a billing clerk who types an invoice m 

triplicate The three copies are used as follows 
The second carbon is sent to the stock room for order 
filling, and thence (with the merchandise) to the 
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shipping room for packing and shipment. After the 
goods have been shipped, tins copy of the invoice is 
initialed by the shipping clerk and sent to the account- 
ing department, where it is filed, in invoice number se- 
quence, iu a binder which serves as a slipping record. 
Maintaining a record relative to the shipment of goods 
is important. In the first place, it serves as evidence of 
the propriety of the entry debiting the customer and 
crediting the Sales account: in the second place, if the 
goods are delayed or lost in transit, it furnishes infor- 
mation which may be of assistance in tracing the ship- 
ment or in substantiating a claim for loss. 

The first carbon remains in the accounting department, 
where it is checked to determine that it is in agreement 
with the order, and that the prices, terms, and computa- 
tions are correct. .After the second carbon is returned 
to the accounting department (thus showing that the 
goods have been shippedh the first carbon is filed in a 
sales binder and used by the bookkeeper in making his 
entries. 

The original is mailed to the customer after the goods are 
shipped. 


Statements. In many, although not in all, lines of business, 
merchants send their customers monthly statements similar to tire 
following: 


Statement 


R. E. JOHNSON & COMPANY 
2913 North Western Avenue 
Chicago 


0 . n. nnrsrn, 
Y/hitney, Oklr.hc: 


out'. 


;o._ 


Date 


Credits 

Balance 

June 30 



3P.S5 

July 7 

4~ .SB 



O 

__ 

39 , 6 c 


IS 1 40 30 


SS .35 

i 
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Such statements show 

(1) The balance owed by the customer at the beginning of the 

month 

(2) Charges to the customer during the month, for sales on ac- 

count 

(3) Credits to the customer during the month, for cash remit- 

tances, returns and allowances, and so forth 

(4) The balance owed by the customer at the end of the month 



CHAPTER 6 

Expense and Income Accounts 


Expenses. It is desirable to keep a number of expense accounts 
so that the people who are managing the business can easily see 
whether any particular expense is becoming excessive. Some of the 
expenses for which separate accounts may be kept are shown in the 
following partial profit and loss statement. The accounts kept by 
each business depend upon the kinds of expenses which the busi- 
ness incurs, and the amount of detailed information desired by the 
management. 

In the statement of profit and loss, the balances of the various 
expense accounts may be classified in groups, as follows: 

Selling expenses: 

These are incurred in advertising, selling, and delivering the 
merchandise. 

General expenses: 

These are incurred in the general administration of the busi- 
ness. This classification of expenses is illustrated below. 


Partial Profit and Loss Statement 


Gross Profit on Sales 
Deduct Selling Expenses: 
Store Rent.. . . 

Advertising 

Salesmen’s Salaries . 

Total Selling Expenses. . 
Net Profit on Sales . 

Deduct General Expenses: 
Insurance. . 

Taxes 

Office Salaries . . 

Office Expenses . . 

Total General Expense- . 
Net Profit on Operations. . . . 


$ 20 , 000.00 


$ 0 , 000.00 

2,500.00 

0.0O0.00 


1C, 500.00 
$12,500.00 


$ -450.00 
125.00 

2.500.00 

3.200.00 

6,335.00 
$ 0,105.00 


Transportation charges. Freight, express, and other transporta- 
tion costs applicable to goods purchased arc part of the cost of ob- 
taining the goods: therefore, they are added to the purchases in the 
statement of profit and loss, as shown in the illustration on the 
following page. 
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Partial Profit and Loss Statement 


Fates 

Deduct Gort of G x>d S' Id 
Ins enter} Jrnje 30 19 
Purcha c« 

Freight In 
T val 

Dedul Insert rs JuJ 31 1J — 
<Vt f Good S-'d 
Grose Profit on Pale-? 


*00 50000 


*115 70000 

5j0 100 00 

o23 00 oQC2oO O 
*100 32? 00 
117 320 00 

49 OOoOO 
Q P *11 49a 00 


Freight, express and other expenses incurred in debt ering goods 
to customer^ should be “-hot n in th** profit and lo'-s statement under 
the Selling Expenses caption ^ cj 

Freight terms Frciglit terms are expressed thus 
F o b de tt nation This mean « free on board cars at destma 

tion In other words the seller Kars the freight charges 
Fob 'hipping po nt This means that the seller bears th*> 
co t of putting the merchandise on board the care, but the 
purchaser pa>s the freight charges 
Returned sales and allowances Customers, after receiving 
merchandise c old *o them, ma> “S 9 ) 

(1) Return the good because the} are not of the hind or quabty 
ordered When the returned good-> are recen ed, the 
selling company should make entries as follows 

If the customer has paid for tie goods and cash is returned 
to hun 

Returned Pales and Ulowances 500 00 

Ca-b 50000 

If the customer is given credit for the returned goods 

Returned Pales and Allow an es 500 OO 

Customer s name 500 00 


(2) Request and recene an allowance on the price If an allow- 
ance is granted, the seller should make entries as follows 

If cash is Q enl to the customer far the amount of the alloic- 


Petumed Sales and Allow anees 40 00 

Cash 4.000 

If the customer is given credit for the allowance 

Returned Sales and Allowances 40 00 

Cu-tomer’ s name 


40 00 
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The notice sent to the customer that Ms account has been 
credited tor a return or an allowance nxay be in the form of a letter, 
or a credit memorandum may be issued to hurt. A form for a credit 
memorandum is illustrated below: 


R. E. JOHNSON & COMPANY 
so 13 North Western Avenue 
Chicago 

Credit Memo No. 
Date 


We credit vour account as follows: 



Credit Memorandum 


Credit memorandums should be made iu duplicate. The origi- 
nal should be signed by an officer or an employee of the company 
and sent to the customer. The duplicate, which should bo ini- 
tialled by the person who signed the original (as evidence that the 
credit was properly authorized), should be tiled in a credit memo 
binder for the bookkeeper's me in recording the allowance. The 
initialed copies of the credit memoranda also serve as evidence of 
the propriety of the entries crediting the customers and debiting 
Returned Sales and Allowances. 

The debit balance in the Returned Sales and Allowances account 
should be shown in the profit and loss statement as a deduction from 
the gross sales, as illustrated below: 


SO ^ _ 

Dob-: ’to-:- 
Net Sale- 


Fartfal Statement 0: ?:c£t and Less 



5-, r-*o rn 


s; e.to.co 
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Returned purchases and allowances Goods purchased may be 
found unsatisfactory and maj be returned Or the goods maj be 
kept if the concern from which they were purchased grants an allow- 
ance from the purchase pnce Entries for purchase returns or 
allowances are illustrated below 

Davis and Company 375 00 

Returned Purchases and Allowances 375 00 

To charge Davis and Company for goods returned to 
them 


Cash 50 00 

Returned Purchases and Allowance 50 00 

To record return of goods to O borne Corporation and 
cash received therefor 

The credit balance of the Returned Purchases and Allowances 
account should be deducted in the profit and loss statement from the 
debit balance of the Purchases account, as illustrated below 

Cost of Goods Sail 

Inventory August 31 19 — $ 6 900 00 

Add Net Cost of Purchases 

Purchases $3 21o 00 

Deduct Returned Purchases and Allowances 122 00 
Net Purchases S3 033 00 

Add Freight In 27o00 3 36800 

Total Inventory and Purchases S10 268 00 

Trade discounts Trade discounts are deductions from the list 
pnce allowed for various reasons, such as 

(a) To av old frequent publication of catalogues the pnces can 

be changed merely by increasing or decreasing the dis- 
count rates 

(b) To allow dealers a deduction from an advertised retail price, 

this practice is followed, for instance, b> publishers whose 
advertisements state the retail prices of their books, 
dealers being allowed a discount from the published, or 
list, price 

Trade discounts may be stated as a single rate or as a series of 
rates For instance, assume that the list price of merchandise is 
SI, 200 00 and that a trade discount of 35% is allowed, the net price 
is computed as follows 

List pnce 51 200 00 

Less trade discount — 35% of $1 200 00 420 00 

Net price 


$ 780 00 
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Or, assume that the list price is -?2,000.Q0. and that trade dis- 
counts of 30% and 10% are allowed ; the net price is computed as 
follows : 


List price 

First discount — 30% of §2,000 00 , . 
Remainder after first discount 
Second discount — 10% of §1,400 00 
Net price 


.... $ 2,000 00 

600,00 

$1.400 00 
.... 140 00 

. $1.260 00 


No entries are made in the accounts for trade discounts : entries 
for purchases and sales are made at the net price. For instance, 
assume that James Benton purchased goods from Wharton and Com- 
pany at a list price of S2, 000.00, subject to trade discounts of 30% 
and 10%. Benton’s entry would be : 

Purchases . . 1,200 00 

Wharton and Company 1,260.00 

and Wharton and Company would make the following entry: 

James Benton . 1,260 00 

Sales.. . . 1,2*30 00 


Cash discounts. Cash discounts are deductions allowed to cus- 
tomers to induce them to pay their bills within a definite time. 
Cash discount terms are stated on the invoice in the following 
manner: 1/10; n/30. 

If we refer to the preceding illustration in which Wharton and 
Company sold goods to James Benton, and assume that Benton 
paid the bill less a one per cent cash discount. Benton’s entry 
would be : 


Wharton and Company 1,260.00 

Discount on Purchase- 
Cash 

To record payment of in*, nee oi June 19, fes 1' c 
cash discount. 


12.60 

12147.40 


and Wharton and Company's entry would be : 


Cash 1.247.40 

Discount on Sales 12.60 

James Benton . . 

To record collection of invoice of June 19. less 1 %• 
cash discount. 


1.260.00 


Freight and cash discount. When merchandise is shipped f.o.b. 
destination, the seller agrees to bear the expense of the freight, and 
he usuallv pavs the freight himsck : but he may request the pur- 
chaser to pav the freight and deduct the amount thcreol in making 
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his remittance In such cases the purchaser's remittance will be 
computed as follows 

Gross amount of invoice $100 00 

Deduct cash discount — sav 2% 2 00 

Remainder $9800 

Deduct freight paid for the seller 5 00 

Remittance $9300 


The purchaser’s entnes are 


Purchases 100 00 

Bates and Companj 100 00 

Purchase of merchandise, fob destination. 

Bates and Company 5 00 

Cash 5 00 

Payment of freight at request of seller although terms 
were fob destination. 


Rates and Cbmpans 

Discount on Purchases 
Ca*h 

Settlement for invoice less 2 ( 0 discount 


9o 00 


200 
93 00 


The seller s entnes are 


John Holmes 
Sales 

Sale of merchandise fob destination. 


100 00 

100 00 


Cash 

Freight Out 
Discount on Sales 
John Holmes 

Settlement for invoice less freight and 2% cash chscount 


93 00 
500 
200 


100 00 


When merchandise is sold fob shipping point, the seller may 
prepaj the freight and charge it to the custopisr The seller’s inv oice 
will then show the charge for the merchandise (saj^ SI, 000 00) and 
the charge for the freight (say S25 00), or a total of SI, 025 00 In 
making his remittance, the purchaser should take the cash discount 
on only the merchandise charge, thus 


Invoice $1000 00 

Deduct cash discount — say 1% 10 00 

Remainder $ 990 00 

Add freight — paid by the seller for the purchaser 2 o 00 

Total cash remittance $1 Ola 00 


The purchaser’s entnes are 

Purchases 1 000 00 

Smith Corporation 1 000 00 

Purchase of merchandise fob shipping point 



EXPENSE AND INCOME ACCOUNTS 


67 


Ch. 6] 


Freight In 25.00 

Smith Corporation 

To credit Smith Corporation for payment of freight. 


25.00 


Smith Corporation 1,025.00 

Discount on Purchases 10.00 

Cash 1,015.00 


Payment for invoice less 1% cash discount, and 
freight. 


The seller’s entries are: 


Fred Henderson 

Sales 

.... 1,000.00 

1,000.00 

Sale of merchandise, f.o.b. shipping point. 


Fred Henderson 

Cash 

Payment of freight for customer. 

25.00 

25.00 

Cash 

Discount on Sales 

.... 1,015.00 
10.00 



Fred Henderson 1,025.00 

Settlement for invoice less 1% discount, and freight. 


Cash discounts in the profit and loss statement. Since cash 
discounts reduce the amount received for sales and the amount paid 
for purchases, it would seem that discounts on sales should he de- 
ducted from the sales in the profit and loss statement, and that dis- 
counts on purchases should be deducted from the purchases. This 
procedure is illustrated below: 


Partial Statement of Profit and Loss 


Gross Sales 

Deduct: 

Returned Sales and Allowances 

Discount on Sales 

Net Sales 

Deduct Cost of Goods Sold: 

Inventory, May 31, 10 — 

Add Met. Cost of Purchases: 

Gross Purchases 

Deduct: 

Returned Purchases and Allow- 
ances 

Discount on Purchases 

Net Purchases 

Add Freight In 


$23,500.00 

$ 365.00 

197.00 502.00 

$22,99S.OO 

$90,450.00 

$17,500.00 


$235.00 

315.00 550.00 

$10,950.00 

415.00 17,365.00 


Although this procedure seems to be correct theoretically, dis- 
counts on purchases and discounts on sales usually are shown in the 



68 EXPENSE AND INCOME ACCOUNTS [Ch 6 

profit and loss statement under the captions of Other Income and 
Other Expense, respectively This procedure is illustrated in the 
statement on page 70 

Miscellaneous income Merchandising companies sometimes 
earn mcome from transactions other than sales of merchandise 
Such earnings may be shown m the operating statement under the 
caption of Other Income, after the net profit from merchandise 
operations 

Extended illustration Several new accounts have been intro- 
duced in thi3 chapter We shall now consider them m relation to 
the working papers, the statements, and the closing of the books 

Working papers The assumed facts on which the illustration is 
based are shown m the working papers on page 69 

The company owns trucks which it uses to deliver its merchan 
dise to customers In addition, it makes deln enes for another 
store the mcome for this service is credited to Delivery Income 
account 

Illustrative statements The following points should be noted 
m connection with the illustrative statements of profit and loss on 
pages 70 and 71 

Freight in is added to the net purchases, to determine the total 
cost of merchandise purchased 

The selling expenses are deducted from the gross profit on sales, 
and the remainder is called net profit on sales Freight out is 
classified as a selling expense 

The general expenses are deducted from the net profit on sales 
and the remainder is called net profit on operations 

Other income items are added to the net profit on operations, 
and the total is called net profit on operations and other income 

Other expenses are then deducted, and the remainder is called 
net income 

Exhibit letters It will be noted that the balance sheet is called 
Exhibit A, the surplus statement is called Exhibit B, and the profit 
and loss statement is called Exhibit C 

The balance sheet shows the surplus at the end of the year, and 
refers to Exhibit B, where further details regarding the surplus can 
be found 

The surplus statement shows the surplus at the beginning of the 
year, the net income and the dividends for the jear, and the surplus 
at the end of the year The net income shown in this statement 
carries a reference to Exhibit C, where details of mcome and ex 
pense can be found 
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THE POTTER COMPART 

Exhib t C 

Statement of Profit and Loss 


For the Year Ended December 31, 1948 

Gross Sales 


$103 500 00 

Deduct Returned Sales and Allowances 


1 50000 

Ret Sales 


$102 00000 

Pedurt Co*t oi Goods Sold 



Inventory December 31 1947 


$2.1000 00 

Purchases 

JGoOOO 00 


Deduct Returned Purchases and Allowances 

1000 00 


Net Purchases 

$04,00000 


Add Freight la 

200000 


Total 


00 000 00 

Total Opening Inventor} and Purchases 


$91000 00 

Deduct Inventor} December 31 1918 


20 000 00 

CofI of Goods Sold 


OoOOOOO 

Gross Profit on Sales 


$ 37 00000 

Deduct Selling Expenses 



Store Rent 


$ 6000 00 

Advertising 


3 000 00 

Salesmen e Salaries 


8 000 00 

Freight Out 


4 000 00 

Miscellaneous Selling Expenses 


600 00 

Total Selling Expenses 


2160000 

Ret Profit on Sales 


$ 15 400 00 

Deduct General Expenses 



Insurance 


$ 30000 

Taxes 


100 00 

Office Salaries 


3 000 00 

Office Expenses 


3 C2a 00 

Total General Expenses 


702500 

Ret Profit on Ope rat ons 


$ 837500 

Add Other Income 



Deb ery Income 


$ 1 20000 

Discount on Purchases 


900 00 

Total Other Income 


2100 00 

Ret Profit on Operations and Other Income 


$ 10 47 o 00 

Deduct Other Expenses 



D scouat on Sales 


975 00 

Ret Income 


$ 9 ./WOO 
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Some accountants prefer to omit the words Add and Deduct and 
such lines as “Cost of Goods Sold” and “Total Selling Expenses.” 
A statement illustrating these omissions is shown below. 

THE POTTER COMPANY Exhibit C 

Statement of Profit and Loss 
For the Year Ended December 31, 1948 

Gross Sales $103,500.00 

Returned Sales and Allowances 1,500.00 

Net Sales S 102,000.00 

Cost of Goods Sold: 

Inventory, December 31, 1947 $25,000.00 

Purchases $G5,000.00 

Returned Purchases and Allowances 1,000.00 

Not Purchases $54,000.00 

Freight In 2,000,00 65,000.00 

Total Opening Inventory and Purchases $91,000.00 

Inventory, December 31, 194S 20,000.00 65,000.00 

Gross Profit on Sales $ 37,000.00 

Selling Expenses: 

Store Rent $ 6,000.00 

Advertising 3,000.00 

Salesmen’s Salaries S, 000.00 

Freight Out 4,000.00 

Miscellaneous Selling Expenses 600-00 21,600.00 

Net Profit on Sales $ 15,400.00 

General Expenses: 

Insurance S 300.00 

Taxes 100.00 

Office Salaries 3,000.00 

Office Expenses 3,625.00 7,025.00 

Net Profit on Operations S 8,375.00 

Other Income: 

Delivery Income $ 1,200.00 

Discount on Purchases 000-00 2,100.00 

Net Profit on Operations and Other Income 5 10,475.00 

Deduct Discount on Sales 9i.kViO 

Net Income $ 9,500.00 
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THE POTTER COMPACT Exhibit B 

States*^ of Surplus 
For the Year Ended December 31, 1943 

J5.jpl.ir, D^oke.V' 31, 1917 325,950 00 

Add J\V Income, per FzRb t C 9,500 00 

Total 335,45000 

Deda<-t Djindeads 5,00000 

fcirp’ua, December 31, 1913 330,450 00 


JjKfl 

Cash 

Actuate Rwen able 
Investor 

Ddnwy Erup-aent 


THE POTTER COMPANY Exhibit A 

Ealance Sheet 
December 31, 1918 

Li»t'2j*Se« and Ket TTorfb 

118,32500 Liabiliti- 
23,03000 Accounts Pm- 

25,00000 able J 7,37500 

3,00000 

Vet Worth 

Capital Stock 335,000 00 
Surplus, per Ex- 
hibit B 30,45000 03,45000 

372.823 00 372,82.500 


Closing entries. Follow mg are the entries to close the books: 

Sales 103,500 00 

Profit and Loss 103,50000 

To close the Sales account. 


Profit and Loss 1,500 00 

Returned bales and Allowances 1,500 00 

To dose the Returned Sales and Allowances 
account 


Profit and Loss 25,000 00 

Inc eat ory 25,000 00 

To charge Profit and Loss with the inventory it 
the beginning of the year. 


Profi* and Loss 07,000 00 

Purchases 65,000 00 

Freight In 2,00000 

To dose the two last-named accounts. 


Returned Purchases and Allowances 1,000 00 

Profit and Loss 1,000 00 

To dose the Returned Purchases and Allow- 
ances account 


Inventory 26,000 00 

Profit and Loss 

To put the December 21, 1948 Inventory on the 
books, with an offsetting credit to Profit and 
Loss 


26,00000 
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Profit and Loss 

21,600 00 


Store Rent 

0,000 00 

Adaertising .. , 


3,000 00 

Salesmen's Salaries 


5,000 00 

Freight Out . 


4,000 00 

Mi-cellaneous Selling Expenses 


COO 00 

To close the selling expense accounts. 

Profit and Lcr=s . 

7,025 00 


Insurance 

300 00 

Taxes 


100 00 

Office Salaries 


3,000 00 

Office Expenses 


3,623 00 

To clo-e the general expense accounts. 

Delivery Income 

1,200 00 

^ ^ A 

Discount on Purchases 

000 00 


Profit and Lo« 


2,100 00 

To close the other income accounts 

Profit and Loss 

075 00 


Discount on Sales 


S75 00 

To close the latter account. 

Profit and Loss 

9,500 00 


Surplus 


9,500 00 

To transfer the net income to Surplus. 

Surplus 

5,000 00 


Dividends 


5,000 00 

To close the latter account. 

Profit and Loss account. The Profit and Loss account produced 


by posting the closing entries is shown below. 


tots; 

Dec. 


3l] Rtd. S. <fc A. 

3l| Inv. 12/31/47 
31; Purchases 
'3l! r rright In 
31] Store Rent 
31? Advertising 
31] Sales Salaries 
31 s Freight Out 
31* Mi-c. Sell. Exp. 
3lj Insurance 
31 Taxes 
31 , Office Salaries 
31 1 Office Expenses 
3lj Due. on Sales 
31 To Surplus 


Profit and Loss 


i 

1 119 IS 



4 

1,500 00 Dec 3D S-iles 

4 

25,000 00 

31 

Rtd. P. & A. 

4 

0.5,000 00 . 

31 

Inv. 12/31/43 

4 

2,000 OO 

31 

Delivery Income 

4 

6,OOOJOO, 

31 

Dl-c on Purchases 

4 

3,000,00] 



4j 

S, 000.00 



4i 

4,000,00 



4 ] 

600 OOj 



4i 

300 00 



4 

100,00 



4 * 

3.000 0t> 



4 

3.623 00 



A 

975 00 1 



4! 

9,500 00' 



! | 132.600 00 1 1 




| 


103,300 *X) 
1.000 00 
20 000 00 
1,200 00 
000.00 


i 


1 


i 1523-0)00 


Observe the method of posting compound journal entries. The 
entry closing the selling expense accounts is an illustration: it is a 



74 


EXPENSE AND INCOME ACCOUNTS 


to. 6 

chort method of accomplishing the result which could have been 
accomplished by makin g the journal entries — one for each selling 
expense account In posting this entrj, the bookkeeper debited 
the Profit and Loss account with the fit e items with which it would 
have been debited if five separate closing journal entries bad been 
made 

Surplus account, After the Profit and Loss account and the 
Dividends account are closed, the Surplus account contains the 
following entries 


S orpins 


ms 

1 


1 l 1W7 l 


I 1 

Dec. 

33! D vidends 

4 

d 000 00 Dec. 31 
191 S 1 

1 {Dec-lsi 

Balance 

Net Income 

I 2d 9o0 00 
4 9 500 00 


Alternative closing procedures Some bookkeepers when post- 
ing compound closing entries do not debit and credit Profit and 
Loss with the balances of the several accounts being closed, as in 
the illustration on page 73 but post to Profit and Loss only the totals 
shown by the journal entries When postings are made in this 
manner, the Profit and Loss account appears as follows 


Profit and Loss 


31 

Rtd. S H 


ikkAkJdJ 

» 

Sales 


103 500 00 

31 

Inv 1** 31/47 


2d 000 00$ 

31 

Rtd. P 4 A 


1000 00 

31 

Purchases 


6d 000 (M 

31 

Inv 1*731/45 


■>6 00000 

31 

Freight In 


2 000 00] 

31 

Other income 


2 10C 

00 

31 

Selling expenses 


*>1 600 00 






31 

General expenses 


~02dOO 






31 

Other expense 


97d 00 






31 

To Surplus 


9 500 00$ 









13‘’600 00 l 




13^600 00 


Some accountants further simplify the closing procedure by com 
h inm g all credits to Profit and Loss m one entry and all debits to 
Profit and Loss m another entxy , as follows 


Dec. 31 Sales 103 500 00 

Returned Purchases and Allowances 1 000 OO 

Inventory (December 31 194S) 26 000 00 

Delivery Income 1,200 00 

Discount on Purchases 900 00 

Profit and Los* 


To set up the inventory at the end of 
the year and close all operating accounts 
with credit balances. 


132 600 00 
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31 Profit and Loss 123,100X0 

Returned Sales and Allowances 1,300.00 

Inventory (December 31, 1947) 23.000.00 

Purr cases 65,000.00 

Freight In 2,000.00 

Store Rent 6.000.00 

Advertising 3.000.00 

Salesmen’s Salaries S, 000.00 

Freight Out ... 4,000X0 

Miscellaneous Selling Expenses 600.00 

Insurance .... ... 300.00 

Taxes . . . 100.00 

Office Salaries . . 3,000.00 

Office Expenses . ... 3.625 00 

Discount on Sales . . . 975.00 

To close all operating accounts with 
debit balances. 

31 Profit and Loss . 9,300.00 

Surplus 9,500.00 

To transfer the net income to Surplus. 


Profit and Loss 


104Si j 
Dee.|3l] 

13 T 

i 

To Surplus 

1 T94S 

123,100 OO’Dcc.ol 
9.500 00, 1 j 


j ! 

132.600,00 

' . 

I ! 

| J 

132.600 00' 1 j 


] 132,600 00 


Some accountants simplify the closing procedure to the point 
of making a single journal entry which closes all the operating ac- 
counts, sets up the inventory at the end of the period, and credits 
the net income to Surplus without the use of a Profit and Loss ac- 
count. Such a closing entry is shown below : 


Dec. 31 Sales ...» 10o.o^X}.00 

Returned Purchases and All^wancte 1,000.00 

Inventory (December 31, 194$) 20,000.00 

Delivery Income. . 1,200 (X) 

Discount on Purchases ... 900.00 

Returned Sales and Alliance* 8 - • 1,500 00 

Inventory (December 31, 1947) — 2o.0O0.00 

Purchases ..... 0*3,000 IX) 

Freight In 2.000 00 

Store Rent. ... . . 0.000 Q0 

Advertising ... 3,000.00 

Salesmen's Salaries. ... . ... 8,000 00 

Freight Out . ... ..... 4,000 00 

Miscellaneous Selunc Ex^en-es TO 

In^uram*e O.C0 

T axes ... 100 no 

C'T. 'C Salaries. . . 3.000 ro 

Expend . - . . 00 

Pt-ceurt cn Sales .. 9*3 00 

Surrius . ... 9,5CQQ0 

To close the becks. 
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Th* p*-o cedure adopted by each accountant is largely a matter of 
personal preference- 

Ruling and lettering personal accounts- As a means of indi- 
cating the open, or unsettled, items in accounts with debtors and 
creditors, many bookkeepers rule off the accounts by single rulings 
to shore that the entries aboi e the rulings balance each other- Such 
r ulings are illustrated below 


IQ— { 


C. D Edsaads 


500 ys?, 

IT 


\Mbj 1 
une'llf 

M 


50000 
5000 
1150 00 


In many cases the dates of the transactions are such that the 
rulings indicating payments of certain mi oices cannot be made on 
the same line on both sides of the account Such a condition is 
illustrated in the following account 


Pred Bnsbnell 


f 19 — | 

900 00 Aug- 8 
1 009 TO] jlS 
oi |17 

i I N 


2 b 5000 
2’blooOOO 


In such instances it is desirable to indicate offsetting items by 
letter, as illustrated m the foregoing account The lettering b) stem 
is also adi antageous when an account cannot be ruled because an 
e&rh invoice remains unsettled although a later invoice has been 
settled in fulL This condition is illustrated below 


Mark Weil 

i9— I n i j9 ~, i n r 

Otis’ 1 jU lsoomoethsf lL sow 

tor 12 SbvlOTOUXNov lj| j 2pV 100 00 

I I 1 I 1 Pll I 2}W 900 100 

This account shows the followmg facts- 
fa) The credit of $60 00 applies against the $1,600 00 debit of 
October 15- The balance of this mi oice is still unsettled, 
(b) The K oi ember 12 debit was settled bj tno credits* one for 
SI 00 00 and another for $900 00 


(It will be observed that 'Weil has settled for the Noi ember 12th 
ini race before settling for the earlier ini race A debtor has the 
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right to designate the invoice against which a remittance shall be 
applied.) 

The reference letters b have been checked because the b entries 
balance each other. The reference letters a have not been checked 
because the a entries do not balance each other. The letters thus 
indicate which debits and credits apply against each other, and the 
check marks indicate which invoices have been settled in full. 



CHAPTER 7 
Promissory Notes 

Promissory notes. The following definition is quoted from the 
Uniform Negotiable Instruments Act 

A negotiable promissory note within the meaning of this 
act is an unconditional promise in writing made by one person 
to another, figned by th<* maker, engaging to pay on demand 
or at a fixed or determinable future time a sum certain in money 
to order or bearer 


glOO 00 Chicago. Illinois, July 25, 19-- 

One eonth after date * promise to pay to 

the order of ? E Hamilton 

—One Hundred-ro/100-- Dollars 

Payable at - ir3t national Bank of Chicago 

Value received, v ith interest at 

No 17 August 25, 19 -- Ctfftlatiuyv 


The original parties to a note are: 

The payee — In the above illustration, 

F. K. Hamilton. 

The maker — In the above illustration, 

C. H. Mather. 

Every promissory note is a note receivable from the standpoint 
of the payee (since he expects to receive money) and a note payable 
from the standpoint of the maker (since he expects to pay money). 

Maturity. Notes may be drawn to mature. 

(1) On a date named in the note, thus: “On June 30, 19 — , I 

promise to pay.” 

(2) On demand, thus: “On demand, I promise to pay.” 

(3) Upon the expiration of a stated period of time ; the time may 

be stated in several ways, as indicated on the following 
page: 
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(a) Years, thus: "One year after date, I promise to pay.” 

Such notes will mature in a subsequent year on the 
same day of the same month as the date of issue, 
except that notes issued on February 29, payable 
in a year having only 2S days in February, will ma- 
ture on February 28. 

(b) Months, thus: "Three months after date, I promise to 

pay.” Such notes will mature in a subsequent 
month on the same day of the month as the date of 
issue, except that: (1) notes dated on the 31st of a 
month and maturing in a month having only 30 
days will mature on the 30th of the month; and 
(2) notes dated on the 29th, 30th, or 31st of a month 
and maturing in February will mature on the last 
day of February. 

(c) Days, thus; "One hundred and twenty days after 

date, I promise to pay.” The maturity of such 
notes may be determined by the method used in the 
following illustrative computation of the maturity 
of a note dated December 15, 194S, maturing in 120 
days : 


Rcmaininfcdnys in December 16 

Days in January 31 

~47 

Days in February 28 

75 

Days in March 31 

loo 

Days in April . . 14 Maturity 

120 


Interest 

Computing interest. There arc several methods of computing 
simple interest. Some of the shortest are explained below. At 6% 
per annum, 


The interest on $1.00 for 1 year is $.00 

The interest on 1.00 for 2 months (GO days') is. . . .01 (}£ of $.00) 
The interest on 1.00 for 0 days is 001 ('/it of $.01) 


It is evident that interest on SI .00 for sixty days can be computed 
by moving the decimal point in the principal two places to the left, 
and that interest on SI. 00 for six days can be computed by moving 
the decimal point in the principal three places to the left. If this 
is true of S1.00, it is tme of any principal, and a general rule may be 
developed in the manner shown on page SO. 
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Given any principal, to find the interest at 6% 


For 


6 days, point off three places to the left 
60 " , “ " two " “ “ " 


600 

6,000 


“ “ one place " “ “ 

the interest i s the same as the principal. 


Thus, 6 days’ interest on $1,230 00 is $ 1 23 

60 “ “ " 1,230 00 “ 12 30 

600 " “ “ 1,230 00 “ 123 00 

6,000 " “ “ 1,230 00 “ 1,230 00 


Multiples and fractions. The time, stated in days, may be 
separated into parts that are multiples or fractions of 6, 60, 600, or 
6,000, and the interest for partial time periods may be added. 

First illustration. What is the interest on $ 137.65 for fifteen 
dajs 9 

Interest for 60 days — $1 3765 

“ “ 15 “ = H of $13765, or $3441 


Second illustration. What is the interest on $137.65 for eighty- 
eight days 9 

Interest for 60 days = $1 3765 

" “ 20 *' = 4583 (H of $1 3765) 

“ “ 6 “ - 13765 

“ “2 " = 04588 (Hof $13765) 

88 = $2 01S.83 or $2 02 


Interest for any number of days. When the time cannot easily 
be divided into fractions or multiples of 6, 60, 600, or 6,000, 

Point off three places (Amount is interest for six days ) 

Multiply by the number of days (Product is interest for six times the 
stated number of days ) 

Divide by 6 (Quotient is interest for the stated number of days ) 


Illustration. What is the interest on S137 65 at 6% for seventy- 
seven days 9 

Point off three places $ .13765 

Multiply by 77 

Interest for 6 X 77 daj s $10 59905 

Divide by 6 $10 59905 — 6 = $1 7665 = $1 77, interest for 77 daj-B 

Interchanging principal and time. The principal and time may 
be interchanged, if this procedure will simplify the computation. 

Illustration. What is the interest on $1,000.00 for thirty-eight 
days 9 

Interchanging, what is the interest on $38 00 for 1,000 days? 

Interest for 6,000 days = $38 00 
Divide by 6 $38 00 — 6 = 6 33 
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Interest at other rates. When the rate is other than 6%, it is 
usually desirable to compute the interest at 6%, and make the ad- 
justments for the difference between 6% and the actual rate. 

Firsl illustration. WTiat is the interest on S360.00 for thirty 
days at 7%? 

Compute the interest at 6(7: 

Interest for 60 days = $3.60 
Interest for 30 days = $1.S0 
Add one sixth of $1.80 .30 

Interest at. 7% $2.10 


Second illustration. What is the interest on S3, 500.00 [or forty 
five days at 5}4%? 

Compute the interest at 6%: 

Interest for 60 days = $35.00 

Interest for 45 davs = 3 4 of $35.00 $26.25 
Deduct (for y of 1 %) 1 hi of $20.25 2,19 

Interest at 5k£% $24.00 

Computing the time. In the determination of the number of 
days between two dates, for purposes of computing interest, exclude 
the first day and include the last. For instance, if you were asked 
to compute the interest on a note dated June 17 and due August 4, 
you would compute the time as follows: 


Remaining days in June. . . 

. 13 

July.. 

31 

August... . 

4 


4S 


Notes Receivable 

Notes Receivable account. Although it is customary to keep a 
separate account with each debtor who owes the business on open 
account, notes receivable from all debtors may be recorded in one 
account, thus: 


Notes Receivable 


19 — 

i 

; i ns- 


t 

i ! 1 

July 

3 i J. 15. Gates 60 da. 

7j C. L. Peters 30 da. 
IS 1L X. Burt 30 da. 

22 j J- F- Cole 10 da. 

1 a 1,000 00 Aug. 
1 b 1,500 00] 

iV 1,000 00 
l.d 1,000 ooj 

I 

J. F. Cole 

j 

i l.J 1,000 
! t 

! ! 


Each debit entry shows the name of the maker and the time the 
note is to run. The credits are identified with the debits by names 
and cross-reference letters: thus, the credit records the collection of 
the Cole note, as evidenced by the reference d. 
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The number of days shown in each entry is the number of days 
the note runs Since the note may bear a date earlier than that of 
the entry, the maturity of the note is not necessarily the stated 
number of days after the date of the entry 

Entries for note receivable transactions Let us assume that 
we receive from Peter Dunlap a note for SI ,000 00 due in 60 days 
Illustrative entries for the receipt of the note and for its collection or 
dishonor at maturity are shown below 

(.A) Entnes for the receipt of the note 

In studying the following illustrative entnes, you will ob- 
serve that the entry to be made when a note receivable is 
received always includes a debit to the Notes Receivable 
account the credit depends upon other facts about the 
transaction 

You will observe also that the following illustrative debit 
and credit entnes for the receipt of a note are not affected 
by the fact that the note bears interest or does not beaT 
interest The only difference is in the explanation, which 
states whether the note is interest beanng or non mterest- 
beanng 

(1) Assume that the note is received for a cash loan to Dun- 
lap (and that it bears 6% interest) 

Notes Receivable 1 000 00 

Cash 100000 

Received a 60-day 6% note from Peter Dunlap for 
a loan 


(2) Assume that Dunlap is indebted to us on an account 

receivable, and that we obtain the note from him to 
apply on account (and that it does not bear interest) 

Notes Receivable 1 000 00 

Peter Dunlap 1 000 00 

Received a 60-day note without interest to apply 
on account 

(3) Assume that we sell merchandise to Dunlap and receive 

a note immediately for the amount of the invoice 
(and that the note bears 6% mterest) 

The transaction might be recorded as follows 

Notes Receivable 1 000 00 

Sales 1000 00 

Received a 60-day 6% note from Peter Dunlap for 
amount of sale today 
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However, it is considered better practice to make two 
entries, as illustrated below, so that all the facts will 
be shown in our account with Dunlap: 

Peter Dunlap 1,000.00 

Sales 1,000.00 

Sale of merchandise. 

Notes Receivable. ... 1,000.00 

Peter Dunlap. . . . 1,000.00 

Received a OO-day, Gtc note for amount of sale today. 

(B) Entries for the collection of the note: 

The entries for the collection of a note are affected by the 
fact that it bears interest or does not bear interest. 

(1) Assume that the note mentioned in the preceding illus- 

trations does not bear interest; we will collect the 
face of the note, 81,000.00. 

Cash 1,000.00 

Notes Receivable 1,000.00 

Collection of 60-da y note from Peter Dunlap. 

(2) Assume that the note bears 6% interest ; we will collect 

the face of the note and 810.00 interest. 

Interest is a fee charged for loaning money or extending 
credit; it is income to the payee of the note, and 
should be credited by him to Interest Income account. 


Cash 1,010.00 

Notes Receivable 1,000.00 

Interest Income 10.00 


Collection of 00-day note and interest at 6^c, from 
Peter Dunlap. 

((f) Entries if note is dishonored: 

If the maker of a note does not settle for it at maturity, the 
note is said to be dishonored. Some bookkeepers make 
no entry whatever to show that a note receivable has been 
dishonored, and continue to cany it in the Notes Re- 
ceivable account, with the hope that eventually it will 
be collected. 

This is not the best practice. If we hold a note receivable 
and do not collect it at maturity, we should transfer the 
amount from the Notes Receivable account to an account 
receivable with the debtor, so that our account with the 
debtor will show, for credit information purposes, the 
fact that he has dishonored his note. 



84 PROMISSORY NOTES £cb ? 

Illustrative entries to record the dishonoring of notes are 
shown below: 

(1) Assume that Dunlap’s note does not bear interest, and 

that he dishonors it 

Peter Dunlap 1,000 00 

■Notes Receivable 1,000 00 

Non-interest-bearing note dishonored. 

(2) Assume that Dunlap’s note bears 6% interest, and that 

he dishonors it 

Peter Dunlap 1 010 00 

Notes Receivable 1,000 00 

Interest Income 10 00 

Dishonor of 6% note 

Obsene that the Interest Income account is credited, 
e\en though the interest not collected The in- 
terest has been earned, and Dunlap owes us the in- 
terest as well as the face of the note. 


(D) Entries if note is ■partially collected 

If, at the maturity of a note we make only a partial collec- 
tion, we should charge the maker s account with only the 
uncollected portion of the amount due, because the note 
is only partially dishonored. 

(1) Assume that Dunlap’s note does not bear interest, and 
that we collect S700 00 at maturity 

Cash 700 00 

Notes Receivable 700 00 

Partial collection on 51,000 00 note from Peter Dunlap 
Peter Dunlap 300 00 

Notes Receivable 300 00 

To charge Dunlap’s account with uncollected portion of 
note due today 


(2) Assume that Dunlap’s note bears interest, and that we 
collect the interest and $700 00 of the principal' 


Cash 71000 

N otes Receivable TOO 00 

Interest Income 10 00 

Collection of portion of principal of 51,000 00 note, and 
the interest. 


Peter Dunlap 300 00 

N otes Receivable 300 00 

To charge Dunlap’s account with uncollected portion of 
note due today 
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(£) Entires far a renewal norc: 

At the maturity of a rote, the- maker nay dishonor it and 
give us a rev* rote for the full anorrt: or ve m~ re- 
ceive a partial collection in cash and a new rote for the 
balance. 


fl) Assume that Dunlap s note dees rot bear interest, and 
that, at maturity, he dishonors it and gives us a rev 
note for the amount of the dishonored note. Our 
entries are: 


Feter Dunlan 

Xotcr; R,“’er*ifo[e 

Dishonor or (iO-Iap note due toda-. 


l.CCC.CO 

l.CCC.CO 


Feeei— ible 
Foter Dunlap 
New 00-dav note wa’i’i 


LQCO.CO 

I.COO.CO 


(2i Assume that Dunlap's rote bears interest, and that, at 
maturity, we collect the interest and >700. QQ on the 
principal, and that ire receive from Dunlap a new 60- 
day. 6 ! ~c note for the balance. Our entries are: 


Cash 710.00 

Notes Reesruibie 7C0.00 

Interest Income 10.00 

Collection of purdon of S 1,000.00 nuie, and tae interest. 


Feter Dunlap 

yores Herei-able 

Dishonor of por-ion of tiU-day note due today 


SCO. 00 

COQ.OO 


Notes Erceruible 
Peter Dunlap 

New 60-iay, G'~j note fur balance of ante due today. 


CCO.OQ 

S00.00 


TTctes Pave. tie 


lictes Pavable accctnt. Totes payable are also recorded in ere 
account. Each credit entry shoes the name of the payee and the 
rime the note is to run. The debits recording payments are identi- 
fied with the credits by writing the names of the payees and by 
using cross-reference letters, m tre manner illustrates. m tne Totes 
Receivable account or page SI. 

Entries for nets payable transactiens. Let us assume that we 
[rive George Weaver a nor a ter d2.iTU.C0. cue in CO cat's, illustra- 


tive entries for tre is 


tent or Uisrone: 
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(A) Entries for the issuance of the note 

The debit and credit entries for the issuance of an interest- 
beanng note and the issuance of a non interest-bearing 
note are the same The entry to record the issuance of a 
note always includes a credit to the Notes Payable ac 
count the debit depends on other facts about the trans 
action, as illustrated below 

(1) Assume that the note is issued to Weaver for a cash 
loan (and that it bears 6% interest) 


Cash 2 500 oo 

Notes Payable 2 500 00 

Issued 60-day 6% note to George U eaver for a loan 

(2) Assume that we are indebted to Weaver on an account 

payable and that we give him the note to apply on 
account (and that the note does not bear interest) 

George Weaver 2 500 00 

Notes Payable 2 500 00 

Issued a 60-day note without nterest on account 

(3) Assume that we purchase merchandise from Weaver 

and issue a note immediately for the amount of the 
invoice (and that the note bears 6% interest) 

The transaction might be recorded as follows 


Purchases 2 500 00 

Notes Payable 2 500 00 

Issued a 60-day 6% note to George Weaver for 
amount of purchase today 


However it is considered better practice to make two 
entries as illustrated below so that all the facts will 
be shown in our account with Weaver 


Purchases 

George Weaver 
Purchase of merchandise 

George Weaver 
Notes Payable 

Issue a 60-day 6% note for purchase today 


2 500 00 

2 500 00 


2 500 00 

2 50000 


(B) Entries for the payment of the note 

(1) Assume that the note does not bear interest we will pay 
the face of the note, $2 500 00 

Notes Payable 2 500 00 

Cash 2 500 00 

Payment of 60-day note to George Weaver 
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(2) Assume that the note bears 6% interest; we will pay 
the face of the note and S25.00 interest. 

Notes Payable . . 2,500.00 

Interest Expense . _ 25.00 

Cash • ■ • . . 2,525.00 

Payment of 00-day note and Gto interest to George 
Weaver. 

(C) Dishonor of a note payable: 

If we hold a note receivable and it is dishonored at maturity, 
we should charge it back to the maker's account, so that 
his account will show, for credit information purposes, 
that he has dishonored Ids note. 

If we dishonor our note payable, we have no similar reason 
for transferring the amount of the note from the Notes 
Payable account to an account payable with the payee. 
Therefore, we will make no entry to show that we have 
dishonored the note. 

If the note bears interest and we do not pay it, we should 
make an entry to record the interest expense and the lia- 
bility for the interest. Thus, if our note to Weaver bears 
interest and we make no payment at maturity, we should 
make the following entry: 

Interest Expense 25 00 

Accrued Interest Payable 25.00 

Interest accrued at 6 r o for GO days on note payable to 
George Weaver, due today. 


(D) Enlrics if note is partially paid: 

If, at the maturity of our note payable, we pay a portion 
thereof, our only entry will be for the amount of the 
payment. 

(1) Assume that the note to Weaver does not bear interest, 
and that we make a partial payment of §1,200.00 at 
maturity: 


Notes Pavable 1,200 00 

CaT 1,200 00 

Partial pn rnent to George Weaxer on note due to- 
day. 

(2) Assume that the note to Weaver bears 6% interest, and 
that we make a partial payment of §1,200.00 at 
maturitj-. Since Weaver will presumably regard 
$25.00 as payment of interest, and will regard the re- 
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mamder as a payment on the principal, our entry 
will be 

Interest Expense 25 00 

Notes Payable 1 175 oo 

Cash 1,200 00 

Payment of portion of principal of note to George 
Weaver, due today, and interest 

(E) Entries for a renewed note 

At the maturity of our note payable, we may give a new 
note for the full amount, or we may make a partial pay- 
ment and give a new note for the balance 

(1) Assume that the Weaver note does not bear interest, 

and that, at maturity, we give him a new note due in 
60 days for the amount of the old note Our entry 
will be 

Notes Payable 2 500 00 

Notes Paj able 2 500 00 

Issuance of a new 60 day note to George \\ eaver for 
face of 60-day note due todaj 

(2) Assume that the Weaver note bears 6% interest, and 

that, at maturity, «e pay him the interest on the note 
and $1 000 00 on the principal, and give him a new 
60-day, 6% note for the balance 

Notes Payable 1 000 00 

Interest Expense 2o 00 

Cash 102o00 

Payment of portion of note due today and total 
interest 

Notes Payable 1 500 00 

Notes Payable 1 500 00 

Issuance of a new 60-day 6% note to George \\ eaver 
for unpaid portion of note due today 

Discounting a note payable. When a note payable is issued to a 
bank for a loan, the note usually does not bear interest, but the 
interest js deducted in advance For instance, assume that we give 
a bank a 60 day note for $1,000 00, and that the bank charges dis 
count at 6% The discount is $10 00, and we will receive the pro- 
ceeds of $990 00 

Entry at time of discounting note 


Interest Expense 
Note3 Payable 

Note due in 60 days discounted at bank 


1000 00 
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Entry for 'payment of note: 

Notes Payable 1,000.00 

Cosh 1,000.00 

Payment of note to bank. 

Interest in the profit and loss statement. Interest income and 
interest expense are shown at the bottom of the profit and loss 
statement, thus: 

Net Profit from Operations $13, 215.07 

Add Other Income: 

Discount on Purchases $923.36 

Interest Income "2.51 

Total Other Income 995.90 

Net Profit on Operations and Other Income S14, 211.57 

Deduct Other Expenses: 

Discount on Sales • ■ • • $672.94 

Interest Expense 219.53 

Total Other Expenses 892,47 

Net Income $13,319.10 



CHAPTER 8 

Books of Original Entry 

Saving and division of labor The journal is called a book of 
original entry because transactions are recorded in it before they are 
recorded in the ledger The ledger is called a book of final entry 

Accountants have given a great deal of thought to the develop' 
meat of accounting records which reduce the labor of recording 
transactions, and which permit a division of labor m large businesses 
where one bookkeeper cannot do all the work In tins and the two 
following chapters, some of these labor saving and labor dividing 
records will be described In this chapter we shall describe colum- 
nar journals and specialized books of original entry 

Columnar Journals 

Special columns to reduce postings One of the simplest labor- 
saving devices is a journal in which special columns are provided for 
accounts frequently debited and credited Such a journal is illus- 
trated on page 91 Observe that posting labor is saved because the 
individual entries in the special columns are not posted, only the 
totals of the&e columns are posted, as indicated by the ledger page 
numbers at the bottom of the columns The only items individually 
posted are those for which special columns are not provided 

Observe, also, the use of check marks Check marks appear in 
the L F. column beside the names of accounts for which special 
columns are provided, these check marks indicate that the indi- 
vidual entries are not posted Check marks also appear at the 
bottom of the Sundry columns to indicate that the totals of these 
columns are not posted because the individual entries have been 
posted 

Eliminating writing of account names. The journal on page 92 
illustrates another labor saving device If a special column is pro- 
vided for an account, the name of that account need not be written 
in the journal entry For instance, the first entry records a debit 
to Cash and a credit to Capital Stock, but since the debit to Cash 
is indicated by writing the amount in the Cash debit column, it is 
not necessary also to write “Cash” m the “Accounts Debited” 
section Look at each journal entry on page 92 and determine the 
accounts debited and credited 


90 
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Journal 


91 


ite L.FJ 


V 

10 


V 

31 


DreiTs 


Credits 


Cash 

Capital Stock. . . 
Issuance of stock. 

Purchases 

Wilson it Co. . 
Purehaseon account. 


9, V , Purchases . 


13 


IS 


122 


v/ 


21 

V 


V 

V 


31 


2Gj V 
21 


30 


ir 

v 


Cash. 

Cash purchase. 

John Pierce 

Sales 

Sale on account. 


Cash ! C- 
| chases 


10,000 


Cash 

Sales 

Cash sale. 

Wilson it Co 

Cash 

Payment of account.; 


Cash 

John Pierce 

Collection of ac- 
count. 


Expense 

Cash 

Payment of expense. 


3oo; 


00' 


13,000' 

I 1 

! 


1 1 , 000 ' 


,00 


Sundry, Cash 


Sales ! Sundry 


500 


00 ; 


00 


00 


,3,000, 


500 


s 1,000 


00 


50, 


00 , 

i 

I 

j 

oo! 


,'3,000 


i'500, 


<300; 


I 10,000 


3,000 


00 


00 


so;oo 
! * 


oo: 


00 


00 


,00 


500 


00 


lO.SOOPO. 1,000 00 3,550^00 4.050 00 S00 1 00 13.500,00 

(1) (11) (vO (lj (14) (Co 


Specialized Books of Original Entry 

Division of labor. The columnar journal on page 92 saves labor 
in two ways: some account names need not be written, and column 
totals can be posted. But it does not provide for a division of labor. 
The specialized books of original entry described in the remainder 
of tills chapter provide the labor-sating advantages of the columnar 
journal on page 92, and also provide for a division of labor. Since 
several books of original entry are used, several bookkeepers can be 
employed. 

Books to be illustrated. The special books to be used in any 
business will depend upon the nature of its operations, and upon 






Ch.s] BOOKS OF ORIGINAL ENTRY 93 

whether transactions of a particular kind occur often enough to 
warrant having a special book of original entry in which to record 
them. The books to be illustrated in this chapter are: 

Sales book. 

Returned sales and allowances book. 

Purchase book. 

Returned purchases and allowances book. 

Cash receipts book. 

Cash disbursements book. 

These books are sometimes called the sales journal, the relumed 
sales and allowances journal, and so forth. Since some transactions 
cannot be recorded in the special books of original entry, it is neces- 
sary also to have a journal such as the one illustrated in previous 
chapters in which to record these transactions; this book may be 
called the general journal or merely the journal. 

If a transaction is recorded in one of the specialized books of 
original entiy, it is not recorded also in the general journal; only 
those transactions which cannot be recorded in a specialized book of 
original entry are recorded in the general journal. 

Sales book. A sales book is illustrated below. 


Sales Book (Page 1) 


Date 

& 

Name of Customer 

Invoice 

No. 

Amount 

19— 

Juno 

1 

3 

J. R. Walton 

1 

I 

1,200,03 


3 

4 

F. B. White . 

2 

goo;oo 


4 

3 

J. R. Walton 

3 

500,00 


5 

4 

F. B. White . . 

4 

400,00 


m 

o 

C. E. Magee. . . 

5 i 

4S0,00 


15 

3 

J. R. Walton 

0 

300 00 


20 

G 

D. E Bailor . 

7 i 

3oo;oo 


25 

o 

C. E. Magee 

s 

400,00 


30 

G 

D. E. Bailey. . 

9 

200 00 


30 

31 

Sales — credit 

j 

1,470 00 


The entries in tills sales book contain nine debits to customers’ 
accounts; these debits were posted to the customers’ accounts, as 
indicated by the numbers in the L.F. column. At the end of the 
month, the entries in the sales book were footed, and the total was 
posted in one amount to the credit of the Sales account on page 31 of 
the ledger. 

The sales book need not contain any detailed information about 
the kinds of goods sold. A numbered invoice is given to the cus- 
tomer, and a carbon copy thereof is retained and filed. The sales 
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book stows the number of this invoice. Information about the 
kinds of merchandise sold can be obtained by referring to the filed 
duplicate of the invoice indicated by the number. 

The sales book has the following advantages: 

Saving of labor: 

In recording transactions — Each entiy records a debit to 
a customer and a credit to Sales; but the credit to Sales 
need not be written, it is implied because the entry is 
made in the sales book. 

In posting— Instead of posting the amount of each sale 
separately to the Sales account, the bookkeeper posts the 
total of all the entries. 

Division of labor* 

One bookkeeper can be engaged in recording sales while 
other bookkeepers are recording other kinds of transac- 
tions. 

The other special books of original entry discussed in this chapter 
have the same advantages. 

Returned sales and allowances book. The first entry in the 
following returned sales and allowances book is equivalent to the 
following journal entry. 

June &— Returned Sales and Allowances 50 00 

F B White 50 00 

For credit memo 1 


Returned Sales and Allowances Book (Page 1) 


Date 

LF 

Name 

Credit 

Memo 

No 

Amount 

19— 

; 







6 

4 

F B White 

1 

50 

00 

.Tnnp| 

16 

3 

J R Walton 

2 

25 

DO 


30 

6 

D E Bailey 

3 

15. 

00 


30i 

32 

Returned Sales and Allowances — debit . 


90, 

DO 


The numbers in the L F. column indicate that the three credits 
to customers were posted to their accounts, and that the column 
total was posted to the debit of the Returned Sales and Allowances 
account. 

Purchase book. Savings in journalizing and posting can be 
effected by using a special book of original entry for recording pur- 
chases on account. The entries in the purchase book on page 95 are 
equivalent to seven journal entries debitmg the Purchases account 
and crediting the parties from whom the merchandise was purchased. 
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Purchase Book (Page 1) 


Date 

L.F. 

Name 

Date of 
Creditor’s 
Invoice 

Amount 

19— 

June 

4 

11 

Brown Sc Green 

June 1 

1,500 1)0 
300 00 


5 

12 

Dalton &. Companv 

2 


s 

11 

Brown Sc Green 

4 

pooo'oo 


13 

12 

Dalton & Company. ... ... 

10 

2 , 00 o|o 0 


1G ) 

13 

E. R. Walker 

1 ( 

psso'oo 


24 

11 

Broun Sc Green ... 

oo 

1,750,00 


30 

14 

O. L. Bates. . 

27 

750 '00 


30; 41 

Purchases — debit 

9,750 00 


The credits to the creditors’ accounts were posted individually; 
the total was posted at the end of the month to the debit of the 
Purchases account, ledger page 41. 

Returned purchases and allowances book. The entries in this 
book record debits to three creditors’ accounts for returns of, or 
allowances for, unsatisfactory merchandise. The total was posted 
to the credit of Returned Purchases and Allowances. 


Returned Purchases and Allowances Book (Page 1) 


IlliSSEil 

Name 

Explanation 

Amount 

19— 

June 

I 

10; ll 

Brown Sc Green. 

Their cr. memo 75 

iooJoo 


17 13 

E. R. Walker... 

Their cr. memo 139 

50 00 


30! 14 

O. L. Bates .... 

See our letter 6/30 

150 00 


30j 42 

Returned Purchases and .U 

lowances — credit 

300;00 


Cash receipts book. The following transactions are recorded in 
the illustrative cash receipts book on page 96: 

June 1 — Issued capital stock for cash, $15,000.00. 

S — Sold merchandise for cash, $2,000.00. 

12 — Collected $100.00 from J. It. Walton on account. 

IS — Sold merchandise for cash, $1,200.00. 

20 — Collected $350.00 from F. B. White on account. 

22 — Collected note receivable, $1,200.00, and interest, $4.00, from 
J. It. Walton. 

2S — Collected $200.00 from C. E. Magee. 

30 — Sold merchandise for cash, $500.00. 

Each of the entries in the cash receipts book records a receipt of 
cash. The debit to Cash was not written in each entry, but was 
implied from the fact that the entry was made in the ca=h receipts 
record. The total debit to Cash, shown by the footing of the book, 
was posted in one amount to the Cash account. The credits to the 
various accounts were posted individually. 
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Cash Receipts Book (Page 1) 


Date 

p 

Account Credited 

Explanation 

Amount 

19— 

June 

1 

20 

Capital Stock 

Investment 

15 000,00 


S 

31 

Sales 

Cash sale 

2 000 00 


12 

3 . 

J R Walton 

On account 

100 00 


IS 

31 

Sales 

Cash sale 

1 200]00 


20 

4 

F B White 

On account 

350,00 


22 

7 

Notes Receivable 

J It. Walton 

1 20000 


22 

5o 

Interest Income 

On above note 

400 


28 

5 

C E Magee 

On account 

20000 


30 

31 

Sales 

Cash sale 

500 00 


,30 

1 

Cash— debit 


20 554[00 


Cash disbursements book The following transactions were re- 
corded in the illustrative cash disbursements book 
June 5 — Purchased merchandise for cash $10 000 00 
12— Paid Brown &. Green $1,000 00 on account 
15 — Paid store rent, $250 00 
22 — Purchased merchandise for cash S300 00 

24— Paid Dalton &. Company $2 000 00 in settlement of their invoice 

of June 10 

25 — Paid Brown &. Green for note payable $1,500 00, and interest, 

$5 00 

30— Paid wages, $150 00 
Paid dividends $500 00 


Cash Disbursements Book (Page 1) 


Date | 

LF 

Account Debited 

Explanation 

[ Amount 

19—! 

June 

5 

41 

Purchases 

Cash purchase 

1 

10 000 

00 


12 

11 

Brown & Green 

On account 

1 000 

00 


15 

53 

Rent 

For month 

250 

00 


22 

41 

Purchases 

Cash purchase 

300 

00 


24 

12 

Dalton A Company 

Inv June 10 

2 000 OO 


25 

15 

Notes Payable 

Brown A Green 

1 500,00 


2o 

56 

Interest Expense 

On above note 

500 


30 

54 

Wages 

Tor month 

15000 


30 

61 

Dividends 

To stockholders 

50000 


30| 

1 1 

Cash — credit 


15 705 100 


Each of the entries m the cash disbursements book records a 
cash payment The credits to Cash were not written, we know that 
Cash is credited because the entries appear m the cash disburse- 
ments book The total of the book was posted to the credit of the 
Cash account in one amount The name of the account debited 
was written in each entry, and these debits were posted individually 
Cash book entries for notes and interest Observe the entries 
m the preceding cash books recording the collection of a note and 
interest, and the payment of a note and interest 





93 BOOKS OF ORIGINAL ENTRy Zch 8 

When cash books in the form illustrated in this chapter are used, 
two entries are required, they may be made as follows 


Cash Receipts Book 


Date {L F ! 

Account Credited j 

Explanation 

1 Amount 

June, 4] 15 

Notes Payable j 


I 500000 


Cash Disbursements Book 


Date 

LF 

Account Debited 

Explanation 

! Amount 

Juael 4 

56 

Interest Expense 1 

1 On discounted note 

[ 2o00 


The entries in the two cash books record debits and credits 
equi\ alent to those shown in the journal entry on page 97 

The So, 000 00 debit to Cash (in the cash receipts book) minus 
the credit to Cash in the cash disbursements book, makes a 
net debit of §4,975 00 to Cash 

Interest Expense is debited $25 00 in the cash disbursements 
book. 

Notes Paj able is credited $5,000 00 m the cash receipts book. 

Although this procedure produces the proper credit to Notes 
Payable, the proper debit to Interest Expense, and a correct net 
debit of $4,975 00 to Cash, it is subject to the criticism that an entry 
is made m the cash disbursements book although no disbursement 
was made For this reason, some accountants prefer to make a red 
ink entry m the cash receipts book for the amount of the discount, 
as m the following illustration 


Cash Receipts Book 


Date 

LF 

Account Credited 

Explanation 

Amount 

June] 4 

u 

1 13 

Notes Pa) able 

Iiuerezt Expense 

Discounted at bank 

On discounted note 

i 5 000,00 


The r p./^ r ’ dea --pp r esented by italics) indicates that the Interest 
Expense ac^ 1 * - ' r is to be debited and that the $25 00 is to be de- 
ducted when c PI puting the total of the money column 

The journal. All transactions which cannot be recorded in the 
special books of original entry are recorded in the journal When 
special books of original entry are kept for sales, purchases, returns 
and allowances, and cash, few entries appear in the journal 

The following transactions are recorded in the j oumal on page 99 

June 1 — Capital stock was issued for merchandise $5 000 00 

2— A 20-day, 6% note for $1,200 00 was recen ed from J It. Walton 
for the m\ oice of June 1 
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4 — A 30-day, 6% note for $600.00 was received from F. B. White for 

the invoice of June 3. 

5 — Gave Brown & Green a 20-day, 6% note for the purchase of June 4 

$1,500.00. 

S— Issued a 30-day, non-interest note to Dalton & Company, $300.00, 
for goods purchased June 5. 


Journal (Page 1) 


10— 




1 

! 

i 


June 

li 

Inventory .... 

S 

' 5,000 

.00' 



! 

Capital Stock . . 

20 

i 


| 5,000 

00 


1 

Issuance of capital stock for merchandise. 







2 

Notes Receivable 

7 

1,200 

00 





J. 11. Walton. 

3 



1.200, 

00 



Note due in 20 days, at 6 W for invoice of June 1. 

1 

1 





4' 

Notes Receivable 

7 

G00 

00 




1 

F. B. White . 1 

1 



COO 

00 


I 

Note due in 30 days, at GW for invoice of June 3. 

! 






i 

5 

Brown & Green 

11 

1,500 

00 





Notes Payable 

15 


i 

1,500 

00 



Note due in 20 days, at GW for purchase received j 







J 

June 4. ! 



i 





Dalton & Companv 

12’ 

300 

00] 





Notes Parable . 

15] 


1 

300 

00 



Note without interest, due in 30 da vs, for invoice re- 



! 




ceived June 5. 

i 


1 



References to books of original entry. When several books of 
original entry are used, the ledger accounts must indicate the books 
from which the entries were posted. Thus, in the following ac- 
counts : 


CRl 

CD1 

SI 

PI 

RSI 

RP1 

J1 


means cash receipts book, page 1. 

“ cash disbursements book, page 1. 

“ sales book, page 1. 

“ purchase book, page 1. 

“ returned sales and allowances book, page 1. 

“ returned purchases and allowances book, page 1. 
'• journal, page 1. 


You should trace all the postings from the foregoing books of 
original entry to the following ledger accounts, beginning with the 
first entry in the sales book and continuing to the last entry in the 
journal. 


Cash 


(Page 1) 


! 

June, 30, 


-t.S«9 oo 


I J1&-} I 
JCRll eo, 554 ,00 June 30] 


]CD1] 15,705,00 
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J. R. Walton (Page 3) 


If)— 




i 

1 

1 

j 

June 

1 


SI 

1,200 OOUune 

2 


1,20000 


4 


SI 

50WO0 

12 

ORlf 

100 00 




SI 

30000! 

16 

RSI 

25 00 





800 low 

j 

1 

120 00 



C E Magee (Page 5) 


jH 

10 


SI 

S1 

480 

119- 

OOjJune 

28 


CR1 

20 o[oO 

1 



880 





i ! 





D 

E Bailey 


(Page 6) 

19— 

June 




J 19_ 

30 


RSI 

15 

00 


| 67S 00 

SI 

290 

09 0 








Notes Receivable (Page 7) 


19— 

n 


19 — 





2] J R. Walton 

j 

June 

22 

J R Walton 

CRlja 1,200 00 


20 da 

Jl a 1,200 00 




1 


4|F B White 30 da | 

Jl Jb 600j00 




I 1 


Inventory (Page 8) 

ta| lj [jT| 5,00o|oo| | | I I T 


Brown & Green (Page 11) 



1 



(I® 







5 

Jl 

1,500 

OO^June 

4 



1,500 

22 



RP1 

100 

oo| 

R. 


PI 

1 600 

XX) 




1,000 

00^ 

21 

* 260 00 

1 P1 

1,75000 




1,100 

”1 



i 


r u 



E R. Walker (Page 13) 

m H •• ! pi l ‘.sso'oo 
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O. L. Bates 

ENTRY 

101 

(Page 14) 

19-j | 

i I 1 — i » 


j ! | 

JuncJSOj 

|RP1| 150,OD,Janel30j 

GOO. 00 

| PI | 750,03 


Notes Payable 


(Page 16) 


19-j 1 

t 

J Brown & Green 

( 

1 i i 

119—1 

oj Brown & Green 

! 


June 25, 

CDP 

lb 1,500,00 'June 


i 


! 

i 

1 

i 

\ 20 da. 

J1 ;b 

S 

1,500 00 






S: Dalton & Co. 






j 30 da. 

ji io 

3oo;oo 


Capital Stock 


(Page 20) 
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Interest Expense \ (Page E6) 

Q 4oo| I I || I 

Dividends (Page SI) 

|cDl| 50o|«J 11 III 


Trial balance. The following trial balance was taken from the 
ledger. The numbers at the left are account page numbers. 
Showing them is optional. 


THE GOOD MERCHANDISE COMPANY 
Trial Balance 


June 30, 19 — 

1 Cash 

3 J U Walton 

5 C E Magee 

6 D E Bailey 

7 Notes Receivable 

8 Inventory (June 1) 

11 Brown & Green 

13 E R Walker 

14 O L Bates 

15 Notes Payable 
20 Capital Stock 

31 Sales 

32 Returned Sales and Allowances 

41 Purchases 

42 Returned Purchases and Allowances 

53 Rent 

54 Wages 

55 Interest Income 

56 Interest Expense 
61 Dividends 


4,849 00 
675 00 
680 00 
575 00 
600 00 
5,000 00 


90 00 
20,050 00 

250 00 
150 00 

500 
500 00 


2,250 00 
1,800 00 
600 00 
300 00 
20,000 00 
8,170 00 


33 424 00 33,424 00 


Miscellaneous matters. In a large business, several pages of 
each book of original entry may be required to record the transac- 
tions of one month If the total of a book of original entry is to be 
posted at the end of the month, column totals should be forwarded 
from page to page . The following illustration indicates the method , 
forwardings are made in the other books of original entry in the 
same manner: 


Sales Book (Page 1) 


Date 

lfJ 

Name 

Invoice 

No 

Amount 

19— 

1 

7 

Horace Bently 

1 

75oj(X) 




(Other entnes not detailed) 

Forward 


7,960(00 
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Sales Back (Page 2) 




19- | j | 

j Total brought forward j 7,9C0 00 

Juno 12j 9 C. D. Williamson 20 J 325,00 


It is, of course, unnecessary to foot the columns of the journal 
and forward the column totals; these column totals are not posted. 
(However, some bookkeepers do forward column totals of the 
journal, merely for the purpose of assuring themselves that the total 
debits and total credits for the month are equal.) 

The totals of the sales book, returned sales and allowances book, 
purchase book, returned purchases and allowances book, cash re- 
ceipts book, and cash disbursements book usually are not posted 
until the end of the month. But the individual entries in these 
books and in the journal should be posted as soon as possible after 
they are made. Good bookkeepers usually try not to let the posting 
work get more than one day behind. 

It is very important to have the year appear at the head of each 
date column. This is sometimes forgotten, and difficulties may 
arise in the future in determining the year in which the transaction 
occurred. 





CHAPTER 9 

Special Columns in the Cash Boohs 

Purposes of special columns The cash books illustrated in the 
preceding chapter were of the most simple form Special columns 
may be added to the cash books to serve the following general 
purposes 

(1) To reduce the postings to accounts frequently credited in the 

cash receipts book, or frequently debited in the cash dis 
bursements book 

(2) To facilitate the recording of transactions which involve 

more than a single debit and credit (These columns also 
reduce postings, since the column totals can be posted ) 

Special columns serving these purposes are illustrated in the 
remainder of this chapter 

Columns m the Cash Receipts Book 
For Accounts Frequently Credited 

Sales If cash sales are made frequently, it will be advantageous 
to provide a special credit column m the cash receipts book for 
Sales Observe that the following cash receipts book has two 
credit columns 


One for credits to Sales 

One for credits to all other accounts 


Cash Receipts Book 






Credits 


Date 

Account Credited 

Explanation 

Sundry 


Cash 





L F 

Amount 


19— 

July 

1 

6 

19 

26 

Capital Stock 

Sales 

Sales 

Sales 

Issued 

Cash sale 

Cash sale 

Cash 6ale 

27 

10 000 


■ 

■ 


The credit to Capital Stock has been posted to page 27 of the 
ledger, the credits to Sales and the debits to Cash will be included 

in the column totals posted to these accounts at the end of the 

month 
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L in* nnnw •• ' -J a .. 

totals posted at tho end of the month. 
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m an amount computed as follows 
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Columns In the Cssli Disbursements Hook 
For Accounts Frequently Debited 
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Invoice, Juno 




Posting from the columnar cash disbursements book. The following cash disbursements book con- 
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4-3 

c3 


i> 

u 

o 

JD 

o 


c 

.2 

-3 

c3 

t- 


tX) 

.5 

a 

o 


o 


cc 

a 


o 

o 


“3 
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Cross-footing columnar books of original entry Before posting 
column totals of any book of original entry containing debit and 
credit columns you should always be sure that the sum of the debit 
column totals agrees with the sum of the credit column totals, by a 
computation (which may be made on scratch paper) similar to the 
following proof of the equality of the debits and credits in the cash 
disbursements book on page 115. 

Debits Credits 

$2 500 00 $10 00 

1 780 00 4 329 85 

42 70 
965 
750 

$4 339 85 $4 339 85 


Determining the equality of the debit and credit totals of 
columnar books of original entry should never be omitted if they 
are not m balance the trial balance will not balance, and a great 
amount of work may have to be done before the error is located 
Special columns to be used You should understand that the 
special columns shown in this chapter are purely illustrative The 
special columns to be used m the cash books of a business will de- 
pend on the nature of the business and the frequency of certain types 
of cash transactions 



CHAPTER 10 

Controlling Accounts 

Division of labor. If a business is so large that one bookkeeper 
cannot make all the postings, the ledger may be divided into sections 
so that two or more bookkeepers can do the postings. This fre- 
quently is accomplished by: 

Keeping all accounts with customers in a separate ledger called 
an accounts receivable ledger; and 

Keeping all accounts with trade creditors in a separate ledger 
called an accounts payable ledger. 

When this is done, the accounts receivable ledger and the ac- 
counts payable ledger are called subsidiary ledgers, and the ledger 
containing the remaining accounts is called the general ledger. 

Postings to the subsidiary ledgers usually are made by assistant 
bookkeepers; postings to the general ledger usually are made by 
the head bookkeeper. 

Controlling accounts. When the two subsidiary ledgers men- 
tioned above are used, it is customary to keep the two following 
accounts in the general ledger: 

Accounts Receivable — the balance of this account shows the 
total amount receivable from all customers. 

Accounts Payable — the balance of this account shows the 
total amount payable to all trade creditors. 

You may think that posting to the subsidiary ledgers and also 
to the controlling accounts involves a great deal of duplicate work. 
However, this is not the case. The books of original entry are pro- 
vided with special columns for the controlling accounts; the as- 
sistant bookkeepers post the individual entries in these columns to 
the accounts in the subsidiary ledgers: the head bookkeeper posts 
the col umn totals to the controlling accounts in the general ledger. 

The controlling accounts are so called because they enable the 
head bookkeeper to test the accuracy of the work of his assistants. 
The head bookkeeper exercises tins control by seeing that the sub- 
sidiary ledgers are in agreement with their controls: that is, b\* 
seeing that : 

The sum of the balances in the accounts receivable ledger is 
equal to the balance of the Accounts Receivable controlling 
accoimt; and that 
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The sum of the balances in the accounts paj able ledger is equal 
to the balance of the Accounts Paj able controlling account. 

Controlling accounts help in locating errors Without con- 
trolling accounts, it would be necessary to take a combined trial 
balance of the general ledger and the subsidiary ledgers If it did 
not balance, all the bookkeepers would have to check their postings 
in a search for errors With controlling accounts, the three ledgers 
can be proved separately, as follows 

General ledger — by taking a trial balance 

Subsidiary ledgers — by seeing that they are in agreement with 
their related controlling accounts 

Subsidiary ledger rulings The ledger form most frequently 
used for personal accounts w the two subsidiary ledgers is provided 
with a column to show the balance after each transaction Two 
illustrations are giv cn lielow Hudson's account is m the accounts 
receivable ledger, Murphy's account is in the accounts payable 
ledger. The purpose of each column may be indicated in a box 
heading, as m the first illustration or the box headings may be 
omitted, as in the second illustration. 


C E Hudson 


Da U. J Ijt; lunation 

Foil 

Debit 

Credit 

Balance 

19— 

| 


| 

| 

~ j 

Jur «* 

2 

SI 

600 00 

I 

G00 00 


111 

cm 


eoom 

| — 


lit! 

SI 

700 00 

| 

76000 


22 

RSI 


3500 

725.00 


2SJ 

CR1 


725.00 


July 

el 

SI 

40j'00! 

1 

49n 00 



If a balance appears in an account in the accounts receivable 
ledger, it is assumed to be a debit balance, if an account should have 
a credit balance, this fact may be indicated by wnting “Cr " after 
the amount of the balance Similarly, an account in the accounts 
payable subsidiary ledger is assumed to have a credit balance, a 
debit balance may be indicated by writing “Dr.” after the balance 
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If the balance in an account is composed of unsettled balances 
from more than one invoice, the bookkeeper may use letters to aid 
him in determining the elements of the account balance. The pro- 
cedure is illustrated below: 


. B. R. Riley 


13 

1 

Sin 

RSI 

( * 
295 00 


16 


la 

15 

19 

SI b 

300 00- 


24] 

Site 

179 

00J 


20 

RSI 


fc 

13 

2Sj 

CRlf 


[b 

3oo; 


==***» 

i 

205*00 
2S0'00 
5S0 00 
75900 
7-1 G00 
■ho;oq 


The S446.00 balance in the account consists of the following 
elements : 


Invoice, November 13 $295.00 

Less credit on November 10 15.00 $2S0.00 

Invoice, November 24 $179.00 

Less credit on November 2G ... 13.00 1G6.00 

Total $440.00 


Illustration. The procedure of posting to the three ledgers and 
determining that they are in balance is illustrated on the following 
pages. You should trace all the postings from the various books of 
original entry, on pages 120 to 125, to the three ledgers, which 
appear on the pages indicated below: 

General ledger, (126, 127) 

Accounts receivable ledger, (127, 12S) 

Accounts payable ledger. (12S) 

Sales book. Following is the illustrative sales book. 


Sales Book (Page 1) 


j 

Date |\/ 

Name 

Invoice i 
No. j 

Amount 

19— 

| 


l 

{ 

Mav 

2; vi 

R. E. West .... 

i ; 

$00 00 


tiVj 

G. O. Davis 

! 2 f 

■150 00 


12 V, 

S. E. Bates . ... 

1 3 i 

GOO 00 


IS v 

R. E. West 

! -i i 

So0,'00 


23 V 

G. O. Davis 

5 j 

2S0 00 


30 k/ 

R. E. West 

G ! 

300,00 




L 

3.2S0 00 


(2) (7) 


During the month, the individual entries were posted to the 
debit of the customers’ accounts in the subsidiary accounts 
receivable ledger. The accounts in the subsidiary ledger 
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usually are arranged m alphabetical order and are not num- 
bered Since there are no subsidiary ledger page numbers, 
the subsidiary ledger bookkeeper indicates that postings 
have been made by entering check marks in a V col umn w 
the books of original entry 

At the end of the month, the column total was posted 

To the debit of Accounts Receivable controlling account — 
page 2 of the general ledger 

To the credit of Sales account — page 7 of the general 
ledger 

Returned sales and allowances book Following is the returned 
sales and allowances book 


Returned Sales and Allowances Book (Page 1) 


Date 

s 

Name 

Credit 

Memo 

No 

Amount 

19- 

May 

3 

14 

2S 

'V 

V 

R. E West 

8 E Bates 

G 0 Davis 

1 

2 

3 

4000 
60 00 
2500 






IE EH 


( 8 ) ( 2 ) 


During the month, the individual entries were posted to the 
credit of the customera accounts in the subsidiary accounts 
receivable ledger 

At the end of the month, the column total was posted 
To the debit of Returned Sales and Allowances account — 
page 8 of the general ledger 

To the credit of Accounts Receivable controlling account — 
page 2 of the general ledger 
Purchase book Following is the purchase book 


Purchase Book (Page 1) 


Date 1 

V 

Name 

Invoice l . 

Date | Amount 

19—1 





1 1 

Alav 

1 

V 

Pnce and Holmes 

May 

i! sooojoo 


9 

V 

Hendersons Inc 


si 3 500 jOO 


13 

V 

Osborne Company 


lot 2 600]00 


m 

v[ 

Price and Holmes I 


lef 65000 


24 

A 

Henderson s Inc 


23j J 300 00 

1 





|10 050'q6 


(9) (4) 
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During the month, the individual entries were posted to the 
credit of the creditors’ accounts in the subsidiary accounts 
payable ledger. 

At the end of the month, the column total was posted: 

To the debit of the Purchases account — page 9 of the general 
ledger. 

To the credit of the Accounts Payable controlling account — 
page 4 of the general ledger. 

Returned purchases and allowances book. Following is the 
returned purchases and allowances book. 


Returned Purchases and Allowances Book (Page 1) 


Date \/ 

Name 

. 

* 

Explanation 

j Amount 


5W\ 

11 

Price and Holmes. . 

Osborne Company . . 

: 

1 Their 
! Their 

! 

credit memo 40 
letter May 17 

s ; 

| ISO 00 
« 500 00 

i C50 00 


(4) (10) 


During the month, the individual entries were posted to the 
debit of the creditors’ accounts in the accounts payable sub- 
sidiary ledger. 

At the end of the month, the column totals were posted: 

To the debit of the Accounts Payable controlling account — 
page 4 of the general ledger. 

To the credit of the Returned Purchases and Allowances 
account — page 10 of the general ledger. 

Cash receipts book. The cash receipts book on page 122 does 
not contain any of the special columns illustrated in the preceding 
chapter except the Discount on Sales debit column. Other special 
columns illustrated in the preceding chapter have been eliminated 
to focus attention on the controlling account procedures. 

The cash receipts book contains two credit columns: 

General Ledger — in this column are entered the amounts of 
the credits to all accounts other than accounts receivable. 
Accounts Receivable — this column serves two purposes: 

(1) The accounts receivable subsidiary ledger bookkeeper 

can easily find the items that are to be posted to the 
accounts receivable subsidiary ledger. 

(2) The general ledger bookkeeper can post the total of the 

column to the Accounts Receivable controlling ac- 
count. 
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Postings during the month: 

The head bookkeeper posted the entries in the General 
Ledger column to the credit of the accounts named un der 
“Account Credited.” 

The assistant bookkeeper posted the entries in the Accounts 
Receivable column to the credit of the accounts named 
under “Account Credited.” 

Postings at the end of the month : 

The head bookkeeper posted column totals to accounts in 
the general ledger, as follows: 

Accounts Receivable column — to the credit of the Ac- 
counts Receivable controlling account, page 2. 
Discount on Sales column — to the debit of the Discount 
on Sales account, page 13. 

Cash column — to the debit of the Cash account, page 1. 

Cash disbursements book. The cash disbursements book on 
page 124 contains two debit columns: 

General Ledger — in this column are entered the amounts of 
the debits to all accounts other than accounts payable. 

Accounts Payable — this column serves two purposes: 

(1) The accounts payable subsidiary ledger bookkeeper can 

easily find the items that are to be posted to the ac- 
counts payable subsidiary ledger. 

(2) The general ledger bookkeeper can post the total of the 

column to the Accounts Payable controlling account. 

Postings during the month : 

The head bookkeeper posted the entries in the General 
Ledger column to the debit of the accounts named under 
“Account Debited.” 

The assistant bookkeeper posted the entries in the Accounts 
Payable column to the debit of the accounts named under 
“Account Debited.” 

Postings at the end of the month: 

The head bookkeeper posted column totals to accounts in 
the general ledger, as follows: 

Accounts Payable column — to the debit of the Accounts 
Payable controlling account, page 4. 

Discount on Purchases — to the credit of the Discount on 
Purchases account, page 14. 

Cash — to the credit of the Cash account, page 1. 
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Postings from the journal were made as follows 
During the month 

Entries in the Accounts Recen able columns were posted to 
accounts in the subsidiary accounts recenable ledger 
Entries in the Accounts Payable columns were ported to 
accounts in the sub'idiary accounts payable ledger 
Entries in the Genera} ledger columns acre posted to ac 
counts in the general ledger 

\t the end of the month, totals of the Accounts Receivable 
and Accounts Pav able columns were posted to the con 
trolling accounts — Accounts Recenable on page 2, and 
Accounts Payable on page 4 

General ledger The general ledger accounts appear below 


Cash (Page 1) 



(Page 2) 


Accounts Receivable 





Discount on Purchases (Page 14) 



Accounts receivable ledger. After postings from the books of 
original entry are completed, the subsidiary accounts receivable 
ledger appears as follows: 


S. E. Bates 


19— 

May 

12* 

Sl ! 

! 

coo 

! ! 

ooooo 

H 

RSl> 

| ! 

50 00. 

550 00 


15! ! 

J1J 

i i 

550,00; 

i— 


G. O. Davis 


19—! 

1 i 

l 

1 i | i 

45000 J 

1 * 45000 

259 00' ' ! 

1 

1 

Maj 


SR 

450 00 

Il5 

car 

\ 


i23‘ 

sp 

2S0 00 


b$l 

RSIS 

( i 25 of 

255 00 
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R. E. West 


2 


SI 

800 

00 

1 

80000 

3 


RBI 



40 0C 

75000 



CR1 



2GO'OC 

500 CO 

L 


J1 



50000 

- 

IS 


SI 

85C 

50 


850 OG 

21 


CR1 



850 00 

I- 

30 


B1 

300 

00 

1 

300 OQ 


Accounts payable ledger. The subsidiary accounts payable 
ledger, after the completion of the postings from the books of original 
entry, appears as follows 


Henderson’s, Inc. 


19— 



1 i 1 

I 

May 

9 

PI 

| 3,50000 

3,500 OC 


id 1 

CD1 

3,500 00 

L 


24j 

PI 

1 | 1,300 00 

1,300 (X 


Osborne Company 


19— 

I 


I I 

1 ; 

| 

May 

13 

Pi 


2,60000 

2,600 0( 


18 

RP1 

500 00 


2,100.0( 


10j 

CD1 

500,00[ 

1 1 

1,600 (X 


Price end Holmes 


19- 




— n — r 

_ j- 

May 

1 1 


pi 

2,000 00 

2,000 01 


5 


RPl 

isoool 

1,850 (X 


7 


iCDI 

BuO.OOi 

l.OOO.Ot 


7 


J1 

1,00000 

p 


m 

1 Pi 

1 1 650,00 

65001 


Proving the ledgers. Toll owing is the trial balance of the genera 
ledger; 


Genera! Ledger Trial Balance 
May 31, 19- 


V asb • • , , 15,749 00 

Account* Retei vable $35 qq 

Notes Receivable 55 Q qq 

Accounts Payable 
Capital Stock 
Bales .... 

Returned Bales and Allow ancea 1 15 <W 

Purchases 15,900 00 

Returned Purchases and Allowances 

Store Rent 300 00 

Salesmen's Salaries 400 00 

Discount on Bales jg 00 

Discount on Purchases 


3,55000 
25,00000 
4,330 00 


650 00 


5200 


33 58200 33,58200 



Cash Disbursement Beofc 
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Rt'licrui leducr houkKcopcr hnvo posted llic'-o entries. 
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the controlling account affected Great care should be exercised to 
see that items of this nature are posted to both ledgers, since failure 
to make both postings will throw the subsidiary ledger out of agree 
ment with its control 

Cash books with controlling account columns and other special 
columns The cash books on pages 133 and 134 contain all the 
special columns shown in the illustrations in Chapter 9 and control 
ling account columns for Accounts Receivable and Accounts Payable 

Locatmg errors When subsidiary ledgers and controlling ac- 
counts are used, it usually is possible to determine which ledger con 
tamo an error and which bookkeeper should be charged with the 
responsibility of locating it For example 

If the general ledger is in balance, and the accounts receivable 
schedule agrees with its control, but the accounts payable 
schedule does not agree with its control, an error is indicated 
in the accounts payable ledger 

If the general ledger is in balance and the accounts payable 
schedule agrees with its control but the accounts receivable 
schedule does not agree with its control, an error is indicated 
m the accounts receivable ledger 

If the general ledger is not in balance, but the subsidiary ledgers 
are in agreement wnth their controls an error is indicated in 
the general ledger, and this error is presumably not in the 
controlling accounts 

If the general ledger is not in balance, and the subsidiary ledgers 
are not in agreement with their controls, it usually is advisable 
to look for errors in the general ledger first When these 
errors are found and the general ledger is in balance it 
may be found that the corrected balances in the controlling 
accounts will be in agreement with the subsidiary ledgers if 
not a search must be made for errors affecting the subsidiary 
ledgers 

Following is an outline of the procedures to be applied for the 
purpose of locating errors 

(A) When the general ledger trial balance does not balance, per 

form the following operations, in the order indicated 

(1) Refoot the general ledger trial balance 

(2) Compare the balances shown by the trial balance with 

those shown by the accounts in the general ledgei 

(3) Check the computation of the balances of the general 

ledger accounts (Continued on page 135 ) 
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(4) Check the postings to the general ledger. 

(5) Refoot the books of original entry which have only 

one column. 

(6) See whether the sum of the totals of the debit columns 

is equal to the sum of the totals of the credit col- 
umns of the columnar books of original entry; if 
they are not in balance, refoot each column. If 
this does not disclose the error, see whether the 
debits and credits in each entry are equal. 

See whether any amounts are entered in wrong col- 
umns of columnar books of original entry. 

(B) When the general ledger is in balance but a subsidiary ledger 
is out of agreement with its control: 

(1) Refoot the schedule of the subsidiary ledger. 

(2) See that the balances were carried correctly from the 

subsidiary ledger to the schedule. 

(3) Recompute the balance of each subsidiary ledger 

account. 

(4) Check the postings to the subsidiary ledger. 



CHAPTER 11 

Accrued and Deferred Items 


Income and expense applicable to a period. In the preceding 
chapters you have learned something about the preparation of the 
principal statements of a business: the statement of profit and loss 
(or the statement of income and expense), showing the results of 
operations during a period; and the balance sheet, showing the 
financial condition of the business at the end of the period. You 
have also learned something about the mechanics of keeping account- 
ing records which furnish information required for the preparation 
of these statements. 

But accounting is something more than mechanics. The state- 
ment of profit and loss will not fairly reflect the results of operations 
during a period, and the balance sheet wall not fairly reflect the fi- 
nancial condition at the end of the period, unless the records are 
kept in conformity with recognized principles of accounting. 

As an introduction to the principles of accounting, it may be said 
that neither the balance sheet nor the statement of profit and loss 
will be correct unless income is allocated to the period in which it is 
earned, and unless expenses are allocated to the period in which 
they are incurred. 

This may seem to you to be so obvious a truism that it scarcely 
merits mentioning. But as you progress in the study of accounting 
you will learn that many matters must be considered in answering 
the questions: When is income earned? When are expenses in- 
curred? 

In this chapter we are to consider one of these matters: the 
difference between the cash basis and the accrual basis of accounting. 

The cash and accrual bases of accounting. On the cash basis of 
accounting, income is allocated to the period in which it is collected, 
and expenses are allocated to the period in which they are paid. 
For instance, assume that a man bought an apartment building on 
January 1, 1949 and that, during the year, he collected $15, 000.00 
of rentals and paid S13, 000.00 for expenses. On the cash basis of 
accounting he would compute his income, expense, and net income 
as follows: 

$15.000 00 
13,000 00 
$ 2,000 00 


Rental income collected 
Expenses paid 
Net income . . 
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But assume that he had made advance collections of .$700.00 
from three tenants for January. 1950 rentals, and that he had not 
paid the janitor s wages for the last half of December, in the amount 
of $150.00. On. the accrual basis of accounting he would compute 
his income, expenses, and net income for 1949 "as follows: 

Efnta] inrome: 

Amount collected $15,000.00 

Less rent collected in advance, v.'hicb. will not be 

earned until 1950 700.00 

Rental income earned $14,300.00 

Expenses: 

Amount paid $13,000.00 

Add janitor's v.'aucs for last half of December, 

1940 150X0 

Expenses incurred 13,150.00 

Net income $ 1.150.00 


It is obvious that the accrual basis of accounting reflects the 
income earned, the expenses incurred, and the net income more truly 
than the cash basis. 

The rent collected in advance is deferred income; there may also 
be deferred expenses. The unpaid wages are an accrued expense; 
there may also be accrued income. The accrual basis of accounting 
recognizes accrued income and expense and deferred income and 
expense. 

The remainder of this chapter contains an explanation of the pro- 
cedures that may be used to give proper recognition to accrued and 
deferred items: it shows also that the balance sheet, as well as the 
profit and loss statement, will be incorrect unless proper recognition 
is given to them. 


Accrued Expense 

Hature of expense accruals. The word accrue, as used in ac- 
counting. means to accumulate with the passage of time. 

An accrued expense is an expense which has accumulated with the 
passage of time and has not been paid. For example, assume that a 
company employed an ofiice clerk at $00.00 per week — which is at 
the rate of $10.00 per day: assume also that the last payment of 
wanes was made on December 2$; the accrued wages for the 29th, 
30th. and 31st amount to $30.00. 

The expenses incurred during a period include the accrued ex- 
penses. Therefore, before the profit ar.d loss statement is prepared 
and the books are closed at the end of any period, the bookkeeper 
should consider whether there are any accrued expenses. If there 
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is an accrued expense, the proper expense account should be debited 
In the preceding illustration, the Office Salaries account should be 
debited $30 00 

An accrued liability is a debt which has accumulated with the 
passage of tune If there is an accrued expense there always is an 
accompanying accrued liability Obvioush , the liability should be 
recorded as n ell as the expense In the preceding illustration, an 
Accrued Salaries Pay able account should be credited $30 00 

A journal entry made at the end of a period to record an accrued 
expense and an accrued liability is called an adjusting entry The 
adjusting entry for the accrued salary in the preceding illustration is 

Office Salaries 30 00 

Accrued Salaries Pay able 30 00 

To record the expense and liability for the accrued office 
salary for the last three days of December 

Adjusting, closmg, and reversing entries If an expense account 
ls affected by an accrual the closing procedure at the end of the 
period lm oh es three journal entries 

(1) An adjusting entry to record the accrued expense and the 

accrued liability 

(2) A dosing entry transferring the adjusted balance of the ex 

pense account to Profit and Lo^s 

(3) A reversing en*ry The nature and purpose of this entry is 

explained later 

Illustration Assume that the following account shows the total 
office salaries paid during 1948 


Office Salaries 



(1) Adjusting entry 

The salary accrual is $30 00 Before the books are closed 
the following adjusting journal entry should be made 

Dec 31 Office Salaries 30 00 

Accrued Salaries Pay able 30 00 

To record the expease and the liability for ac- 
crued salaries. 

After this entry ls posted the two accounts* affected appear 
as shown on page 139 

* The italics m each paJ - of ledger accounts iwT cate the del ts and the credits result 
mg from posting the immediately preceding journal entr\ 
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Office Salaries 


10 IS 

1 \ 

' Total paid 

i 1 i 

} 3,100 00 


; i 1 

Dec. 

’■SI, Accrued 

i soryj. 

i 

t i 


The balance in this account now shows the total office sal- 
aries expense incurred during the year. 

Accrued Salaries Payable 


i : 


! 1 i 

! 1 i 

k Dec. x 3I i Accrued 

1 ! so\oo 


The balance in this account shows the accrued liability at the 
end of the year; it will appear on the liability side of the 
balance sheet. 

(2) Closing entry: 

The Office Salaries account is closed to Profit and Loss by 
the following cntiy: 


Dec. 31 Profit anti Lo^ 3,130.00 

Office Salaries 3,130.00 

To clo'C. 


After this entry is posted, the expense account and the lia- 
bility account appear as follows: 


OSce Salaries 


101S’ j 

■ i lUfd I 

i 1 

: Total paid 

1 3,100 00 D- C.3! To P. £■ L. 

i i 3,13000 

Dpc.’ 31 Accrued 

; 30 oo i ] 

* ! 

i { 

' 3,130 00' | 1 

1 ' 3,130 00 

Accrued Salaries Payable 

1 

i | dOSS 1 

♦ f 

i 

j j lDec.,31; Accrued 

, j SO 00 


Since this is a liability account, it is not affected by the 
closing entry. 

(3) Reversing entry: 

After the books are closed, the following reversing entry 
should be made, under date of January 1. 1040: 


Jan. 1 — Accrued Pnlnricc Payable CO 

Office Salaries OO.GO 


To reverse the adjusting entry. 
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After the reversing entry is posted, the expense and lia- 
bility accounts appear as follows: 


Office Salaries 



The purpose of this reversing entry can be explained by 
showing the expense account after it has been charged 
with a $70.00 salary payment made on January 4, 1949 
which included the S30.00 accrued on December 31. 



This account now has a debit balance of $40.00, representing 
the portion of the January 4 salary payment which is an 
expense of 1949. 


Accrued Income 

Nature of income accruals. Accrued income is income which has 
accumulated with the passage of time and has not been collected. 
For example, assume that, on December 11, a company received a 
$6,000.00 note receivable due in 60 days and bearing 6% interest. 
The interest wall not be collected until February 9, but it is earned 
at the rate of $1.00 a day. The income accrued on December 31 is 
$ 20 . 00 . 

The income earned during a period includes any accrued income. 
Therefore, before the profit and loss statement is prepared and the 
books are closed at the end of any period, the bookkeeper should 
consider whether there are any items of accrued income. If there 
is an accrued income, the proper income account should be credited. 
In the preceding illustration the Interest Income account should be 
, credited $20.00. 
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An accrue * receivable is a receivable which has accumulated with 
the passage of time. If there is an accrued income there is always 
an accompanying accrued receivable. Obviously, the receivable 
should be recorded as well as the income. In the preceding illus- 
tration, an Accrued Interest Receivable account should be debited 
$20.00. The adjusting entry for the accrued interest is: 

Accrued Interest Receivable 20.00 

Interest Income 20.00 

To record the asset and income of accurcd inte’Cjt on notes 
receivable. 

Adjusting, closing, and reversing entries. If an income account 
is affected by an accrual, the closing procedure involves three 
journal entries: an adjusting entry, a closing entry, and a reversing 
entry. 

Illustration . The credit in the following account shows the total 
interest collected during 194S: 


Interest Income 


I < 

1 1 

1 ]19tS ( f 

; 

1 1 

1 1 

| j 1 j Total collected 

i 300 00 


(1) Adjusting entry: 

The accrued interest ou a note receivable amounts to $20.00. 
The following adjusting journal entry should be made: 

Dec. 31 Accrued Interest Receivable. . . . 20.00 

Interest Income 20.00 

To record the asset and the income of accrued 
interest on a note receivable. 

After this entry is posted, the two accounts affected appear 
as follows: 


Interest Income 

hols « 7 ~. T~ 

j ‘ 1 Total coilecte 1 | , S‘X) 00 

I iD-.c.'Sl'Ace-a t! i 20 OO 


The balance in this account now shows the total interest 
income earned during the year. 


Accrued Interest Receivable 


RUy . 
Dic.Sl] Accrue 


The balance in this account represents an asset at the end of 
the year. 
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(2) Closing entry 

The Interest Income account is closed to Profit and Loss hj 
the following entry 

Dec 31 Interest Income 320 00 

Profit and l»ss 323 00 

To dose 

Alter this entry ls posted, the income account and the asset 
account appear as follows 


Interest Income 


J9iS[ | 

Dec js/l ToP A L 


3*000 

191SI 

Dec 31 

Total collected 
Accrued 


30000 

2000 

[ 


32000 




32000 


Accrued Interest Receivable 

D<?3ll Accrued ' 1 XKKl| , | 'll 

Smce this ls an asset account, it is not affected bj the closing 
entry 

(3) Rover sing entry 

After the boohs are closed, the following journal entry 
should be made, under date of January 1, 1949, to ret erse 
the adjusting entry 

Jan. 1— Interest Income 2900 

Accrued Inter* -t Recen a! le 20 00 

To re\erse the adjusting entrv 

This ret erring entry is exactlj the opposite of the adjusting 
entrj After it is ported, the income account and the 
asset account appear as follows 



ms, | 

Dec |3l| Accrued 


Accrued Interest Receivable 


nU£?|, 
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The purpose of this reversing entry can be explained by 
showing the income account after it has been credited 
with $60.00 of interest collected on February 9. 1949, 
which included the $20.00 accrued on December 31 ’ 
shown as a debit in the Interest Income account : 


Interest Income 


19 IS. * 

' ,1948 

; j 

Dec. 31 To P. & L. 

i . 320 00' i . Total collected 

» 300 00 

i . 

j j 5Dec.’31, Accrued 

1 20 00 

1 ] 

jj 320 oo: y ! 

. 320 00 

1919 " 

h | ’‘1949 ■ 

b 

Jan., 1, Accrued , 

j 20.00.Fch.; 9. Collected 

1 GOOD 


This account now has a credit balance of $40.00, representing 
the portion of the February 9 collection which was earned 
during 1949. 


Deferred Expense 

Nature of deferred expense. The expense incurred during a 
period may be less than the amount paid. Assume, for example, 
that a company paid $600.00 on January 1, 194S as premium on a 
three-year fire insurance policy, and charged tliis amount to the 
Insurance (expense) account. The $600.00 debit balance in the 
Insurance account on December 31, 194S consists of two elements: 

$200.00 representing the insurance expense for 194S. 

400.00 representing the cost of insurance protection during 
1949 and 1950. 

Before the statements are prepared and the books are closed at 
the end of 194S, the following adjusting journal entry should be 
made to separate these two elements: 

Uncxpire-1 In-um-iee .... . 100.00 

Insurance . . 400.00 

To tra.n-fer the unexpired in-arance evt to a deferred ex- 
pense account. 

This adjusting entry has the following effect: 

It reduces the debit balance in the Insurance (expense) 
account to $200.00. which is the amount of insurance ex- 
pense incurred in 194S. 

It sets up an I'ncxpircd Insurance account with a balance of 
$400.00. to be shown on the asset side of the balance sheet. 

The unexpired insurance is a prepaid expense. It also is called a 
deferred expense or a deferred chare--, because the charge to Profit and 



144 


ACCRUED AND DEFERRED ITEMS 


[Ch.11 

Loss is deferred until the expense is incurred. It is proper to show 
it on the asset side of the balance sheet because it is the cost of a veiy 
valuable nght to collect from an insurance company in the event of 
a fire loss in 1949 or 1950. 

Adjusting, closing, and reversing entries. If an expense account 
is affected by a deferred expense, the closing procedure at the end of 
the period involves three entries: an adjusting entry, a closing entry, 
and a reversing entry. 

Illustration. The debit in the following expense account shows 
the premium cost of a three-year fire insurance policy - 

Insurance 

sn 1 1 44 ii rrr 

(1) Adjuring entry 

The following adjusting entry is made for the deferred ex- 
pense 

Dec 31 Unexpired Insurance 400 00 

Insurance 400 00 

To transfer the unexpired insurance cost to a 
deferred expense account. 

After this entry is posted, the two accounts affected appear 
as follows 


Insurance 


i“1 1| | | eooMSfW^ 114. 

The balance in this account now shows the insurance expense 
for 1943. 


19481 ( 

Dee |5/| Deferred 


Unexpired Insurance 

i I M I ! 


This is an asset account. 


(2) Closing entry 

The Insurance account is closed to Profit and Loss by the 
following journal entry: 


Dec 31 — Profit and Loss 200 00 

Insurance 200 00 

To close. 




(3) Reversing entry: 

After the books are closed, the following journal entry 
should be made, under date of January 1, 1949, to reverse 
the adjusting entry: 

Jan. 1 — Insurance. . -100.00 

Unexpired Insurance 400.00 

To reverse the adjusting entry of December 31. 

After this entry is posted, the expense account and the de- 
ferred charge account appear as follows: 


Insurance 


194S j 
Jan. l! 

a 


• ,i 09 is ; 

i 00100 Dcc.'31 Deferred 
! 1 ? <31 To P. k L. 

{ ! 

400 00 
| 200 00 



! dob 03 i f 

f 000 00 

4fo V) ; , 


! i ; 

f * 

1, 

Deferred 

i -;ojoo , ’ 

! i 


194S 

Dec.|3lj Deferred 


Unexoircd Insurance 


L : 400 00 Inn J /. Hetenal 


L-* 


The adjusting entry is reversed so that the Insurance account 
will show the premium cost of insurance in force at the beginning 
of 1949. 


Deferred Income 

Nature of deferred income. The income earned during a period 
may be less than the amount collected. As an example, assume that 
a company owns a truck and that, on October 1 . 194S, it entered into 
a contract with a store to make the store's deliveries for -SI 00.00 a 
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month, collectible m advance, assume, also, that the companj 
collected S100 00 on October 1, November 1, December 1, and De- 
cember 31 The collection on December 31 was received in ad- 
vance for services to be rendered m January The $400 00 credit 
balance in the Delivery Income account on December 31, 1948 
consists of two elements 

$300 00 earned during 1948 
100 00 which will not be earned until 1949 

Before the statements are prepared and the boohs are closed at 
the end of 1948 the following adjusting journal entry should be made 
to separate these two elements 

Delivery Income 100 00 

Deferred Delivery Income 100 00 

To transfer the unearned income to a deferred income 
account 

This adjusting entry has the following effect 

It reduces the credit balance m the Deliver} Income account 
to $300 00, the amount of mcome earned during 1948 

It sets up a Deferred Delivery Income account with a credit 
balance of $100 00, to be shown on the liability side of the 
balance sheet 

The income collected in advance is called deferred income or a 
deferred credit because the credit to ProPt and Loss is postponed until 
the income is earned by rendering the sei\ ice It is proper to show 
it on the liability side of the balance sheet because, although there is 
no obligation payable in cash, there is an obligation to render a 
service during 1949 

Adjusting, closmg, and reversing entries If an mcome account 
is affected by a deferred credit, the closing procedure at the end of 
the period involves three entries an adjusting entry, a closmg 
entry, and a reversing entr} 

Illustration The credit in the follow mg account shows the total 
amount collected during 1948 for delivery services 

Delivery Income 

J | || | | W | | Total collected | | 40(>i)0 

( 1 ) Adjusting entry 

The adjusting entry on page 147 is made for the deferred 
mcome 



Ch.1l] 


ACCRUED AND DEFERRED ITEMS 


147 


Dec. 31 — Delivery Income .... . . . . 100.00 

Deferred Delivery Intome. 100.00 

To transfer the unearned income to a deferred 
income account. 

After this entry is posted, the two accounts affected appear 
as follows: 


Delivery Income 


jo m ] 

{ dois 


1 1 

Dcc.jSIj Deferred 

; wo oo\ 

j Total collected 

j 400,00 


The balance in this account now shows the delivery income 
earned during 194S. 


Deferred Delivery Income 


1 1 


! '10>,8 j « 

1 i 1 

! s 

\ 

J i Dee 1 31 i Deferred 

! j 100,00 


The credit balance of this account should be shown on the 
liability side of the balance sheet. 

(2) Closing entry: 

The Delivery Income account is closed to Profit and Loss 
by the following closing entry: 

Dec. 31 — Delivery Income 300 00 

Profit and 300.00 

To clo=c. 

After this entry is posted, the income account and the de- 
ferred credit account appear as follows: 


Delivery Income 

lOtsi ' 
Dec '3! 

k 

Deferred 

To P. A L. 

s i i i9!S i ; 

J 100 00 , Total collected 

! 300' no ! \ 

1 5 1 

1 400 00 

1 

i 1 


soo'oo 1 ! 

j 1 400 00 


Deferred Delivery Income 

,i9 k * i r 

J Dec '31 1 Deferred j 100 00 



( 3 ) Reversing entry: 

After the books are closed, and under date of January' 1, 
1919, the journal entry shown on page 14S should be 
made, reversing the adjusting entry for the deferred 
income. 
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Jan 1 — Deferred Deli try Income 100 00 

Delverj Income 100 00 

To reverse the adjusting entry 

After this entry is posted the income account and *he de 
ferred credit account appear as follows 


Delivery Income 


1948i 

Dec 

31 

31 

Deferred 

To P A. L 


loouo 

30300 

I9i8 


Total collected 

j 400^00 

— ! 

- 


- 

400 00 

HI 

H)49 

1 

Deferred 

| 4Qo]oi 

1 ioo'oo 


Defenred Del very Income 

mart n i jiwsi i n r 

Jan | /[ Peversal | [ JOO OOj Dec |3l| Deferred | [ lOO'OQ 


The purpose of this ret ersing entry can be explained bj 
assuming that the delivery contract continued through 
1949 The January fee had already been collected, and 
the total collections during 1949 were SI 100 00 this 
amount was credited to the Delivery Income account, 
making the balance in that account at the end of the year 
SI 200 00 or the total income for 1949 as shown m the 
following account 



Extended illustration To show the effect of adjustments for 
accrued and deferred items on the whole procedure of preparing 
working papers and statements it is desirable to give a somewhat 
extended illustration 

Trial balance The illustration is based on a trial balance of the 
accounts of The Mason Company taken at the end of the year 1948 
This trial balance appears in the working papers on pages 150 
and 151 

Adjustments Adjustments are to be made for the four accrued 
and deferred terns discussed in the foregoing illustrations The 
adjusting entnes appear on page 149 
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Office Salaries 30.00 

Accrued Salaries Payable 30.00 

To record accrual. 


Accrued Interest Receivable 
Interest Income. . 

To record accrual. 

Uncxpired Insurance -100.00 

Insurance -100.00 

To defer unexpired insurance. 

Delivery Income 100.00 

Deferred Deliver.- Income. . 100.00 

To defer income collected in advance. 

Working papers. When adjusting journal entries are made for 
accrued and deferred items, the working papers should contain a pair 
of Adjustments columns in which to indicate the effect of these 
adjustments on the expense and income accounts, and also on the 
asset, liability', and deferred income accounts. Refer to the working 
papers on pages 150 and 151 and note how: 

The adjustments are shown in the Adjustments columns. 

The amounts of these adjustments are added to or deducted 
from the amounts shown in the Trial Balance columns, to 
determine the total or net amounts to be entered in the dis- 
tribution columns at the right. 

The four adjustments and their treatment in the working 
papers are discussed below: 

(a) Adjustment for accrued office salaries. 

The $30.00 debit to Office Salaries (expense) is entered in the 
debit adjustment column on the line for that account; 
this $30.00 is added to the $3,100.00 balance of the ex- 
pense account, and the total is carried to the debit Profit 
and Loss column, ( Caution : Do not carry out any bal- 
ances to the Profit and Loss, Surplus, or Balance Sheet 
columns until all the adjustments have been entered in 
the working papers. Some accounts may be affected by 
more than one adjustment.) 

The $30.00 credit to Accrued Salaries Payable (liability) is 
entered in the credit adjustment column on a line below 
the trial balance, since no such account appears in the trial 
balance. This $30.00 credit is carried, as a liability, to 
the Balance Sheet column. 

(b) Adjustment for accrued interest on notes receivable. 

The $20.00 credit to Interest Income is entered on the line 
for that account: this $20.00 is added to the $300.00 bal- 


. 20.00 

20.00 



Working Papers 

For the Year Ended December 31, 1948 



terest Expet 
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ance of the income account, and the total is earned to the 
credit Profit and Loss column 

The $20 00 debit to Accrued Interest Receiv able (asset) is 
entered on a line below the trial balance, and is earned, 
as an asset, to the Balance Sheet column 

(c) Adjustment for unexpired insurance 

The $400 00 credit to Insurance (expense) for the deferred 
expense is entered on the line for that account, the S400 00 
i» deducted from the $G00 00 balance of the expense ac- 
count and the remaining S200 00 (or expense applicable 
to 194$) is earned to the debit Profit and Loss column 

The S400 00 debit to Unexpired Insurance (deferred expense) 
is entered on a line below the trial balance, and is carried 
as an asset, to the Balance Sheet column 

(d) Adjustment for deliver} income collected in advance 

The $10000 debit to Delivery Income, for income deferred, 
is entered on the line for that account the $100 00 de- 
ferred income is deducted from the $400 00 balance of the 
income account and the remaining $300 00 (or income 
applicable to 1948) is carried to the credit Profit and Loss 
column 

The $100 00 credit to Deferred Delivery Income is entered 
on a line below the trial balance, and is earned to the Bal 
ance Sheet credit column 

The offsetting debits and credits in the Adjustments columns of 
the working papers are indicated by letters in parentheses The 
adjustments in the working papers should always be cross referenced 
by letters in this maimer 

You should also note that if the adjusting entries mclude debits 
or credits to accounts which do not appear m the trial balance, the 
names of all such accounts are wntten in the working papers below 
the trial balance 

Several adjustments of one account Sometimes it is necessarj 
to make more than one adjustment affecting the same account 
To illustrate assume that the following adjustments of the Delivery 
Expense account are required 

Accrued salary of truck driver $50 00 

Deferred expense for gas od and other delivery supplies on hand, $40 00 

Deferred expense for prepaid garage rent $2o 00 

The procedure for dealing with these adjustments is illustrated 
below Note that the three adjustments of the Delivery Expense 
account are bracketed, and that the 67,485 00 earned to the Profit 
and Los® col umn is determined by applying the three adjustments 
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(e, f, and g) to the trial balance figure. Similarly, the two credits to 
Accrued Salaries Payable are bracketed to indicate that they apply 
to one account. 


Portion of Working Papers 


j | Profit ’ _ , > ,, , 

! Trial BiLmco and L<>~< J ‘A ] u ~ , ‘ l 1 

1 ‘ statement fctat0 * , Sh ‘' oc 


Delivery Expense 
Oiiicf Salaries 

Accrued Salaries Pevahte 


r,500 


i 3,100 

•>i0,J00 A50.J0)! 
— j 


>Rc) Eli, f) ^ 7, ISo 


50(a) 




,3,130, 


Delivery Supplier : 

Prepaid Garane Rent i 


130(a)'- j 
S 30(e)]; 

10- 0 1 
125(c) j i 


80 


10 

2.1 


Statements of profit and loss and surplus. In the statement of 
profit and loss on page 154 the amounts shown for Office Salaries 
Interest Income. Insurance, and Delivery Income are the total or 
net amounts shown in the working papers on pages 150 and 151 
after making the adjustments. 

Classification in the balance sheet. The illustrative balance 
sheet on page 155 shows how the various items on the asset and 
liability sides may be grouped under side captions. 

The principal balance sheet side captious (all of which, except 
Other Assets and Fixed Liabilities, are illustrated in the balance 
sheet on page 155) are: 


Ox the Asset side : 

Current Assets: Cash and other assets, such as accounts re- 
ceivable and inventory, which will presumably be converted 
into cash in the near future through the regular operations of 
the business. 

Fixed Assets: Property of a relatively permanent nature, such 
as land, buildings, furniture and fixtures, office equipment, and 
delivery equipment, used in the operations of the business, and 
not intended for sale. 

Other Assets: Permanent investments in stocks and bonds, and 
any assets which do not fall within the other classifications. 

Prepaid Expense*: The items shown under this caption are 
properly Included on the as-et side of the balance sheet be- 
cause they represent the costs of future services or other bene- 
fits for which payment already has been made. 



154 


ACCRUED AND DEFERRED ITEMS 


[C!> 11 

Exhibit C 


THE MASON COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1948 


Gross Sales 

Deduct Returned Sales and Allowances 
Net Sales 

Deduct Co t of Goods Sold 
Inventor\ December 31 1947 
Purchases 

Deduct Returned Purchases and Allowances 


$460 000 
1000 
$4o9000 


$ 60 000 

$360 000 
1 500 


Net Purchases 
Freight In 
Total 

Total Inventory and Purchases 
Deduct Inventory December 31 1948 
Cost of Goods Sold 
Gross Profit on Sales 
Deduct Selling Expenses 
Store Rent 
Ad\ erti ing 
Salesmen s Salaries 
Delivery Expense 

Total Selling Expenses 
Net Profit on Sales 
Deduct General Expenses 
Office Salaries 
Office Expense 
Insurance 

Total General Expenses 
Net Profit on Operations 
Add Other Income 
Delivery Income 
Interest Income 
Discount on Purchases 
Total Other Income 

Net Profit on Operations and Other Income 
Deduct Other Expenses 
Interest Expense 
Discount on Sales 
Total Other Expenses 
Net Income — -To SmpYos 


360 500 
$420 500 
45 000 


375 500 
$ S3 oOO 


S 5 003 
2a 000 
2SOOO 
7 500 


fio 500 
$ 18000 


8 330 
$ 96“0 


$ 300 

S^O 
4 500 


5 120 
$ 14 790 


THE MASON COMPANY Exhibit B 

Statement of Surplus 
For the Year Ended December 31, 1948 


Surplus December 31 1947 S 7 700 00 

Net Income for the Year — Exhibit C 11 090 00 

Total SIS 790 00 

Deduct Dividends 5000 00 

Surplus December 31 1948 $13 790 00 
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THE MASON COMPANY Exhibit A 

Balance Sheet 
December 31, 1948 

Assets 

Current Assets: 

Ca^h . 

Accounts Receivable 
Notes Receivable 
Accrued Interest Receivable 
In ven ton. - . 

Total Current Assets . . 


Fixed .Wets: 

Deli ven- Equipment 0,000.00 

Prepaid Expense: 

Une-xpircd Insurance 400.00 


$59,920.00 


. ■ $20,500.00 
3,000.00 
0,000.00 
20 00 
... 45,000,00 

$S3, 520.00 


liabilities and rfet VTortb 

Current Liabilities: 

Accounts Payable 

Notes Payable 

Accrued Salaries Payable 

Total Current Liabditics 


$11,000 00 
15,000.00 
30.00 


$20,030.00 


Deferred Income: 

Deferred Delivery Income 


100.00 


Net Worth: 

Capital Stock $50,000 00 

Surplus — Exhibit B 13.790.00 

Total Net Worth 03,790 00 

$S9,920 00 


The caption Deferred Charges is often used instead of Prepaid 
Expenses, but many accountants prefer the Prepaid Expenses 
caption for items representing current expense prepayments. 


Ox tiie Liability side: 

Current Liabilities: Accounts and notes payable, and any other 
debts due in the near future — say, within a year. 

Fixed Liabilities: Debts not due in the near future. 

Deferred Income: Any income collected in advance. Deferred 
income is properly shown on the liability side of the balance 
sheet because (although deferred income is not a debt) there 
is an obligation to render a future sendee in return for the col- 
lection already received. 

Net Worth: The sum of capital stock and surplus. 



CHAPTER 12 

Valuation Reserves for Bad Debts and Depreciation 

Principles of valuation One of the fundamental principles of 
accounting is known as the cost principle , which may be stated some- 
what as follows charges to asset and expense accounts should gen- 
erally be made on the basis of cost — or, in other words, on the basis 
of actual expenditures An expenditure may be defined as a dis- 
bursement of cash, or the incurring of an obligation to make a future 
disbursement 

The cost principle obviously would be violated if assets were 
carried in the accounts and shown in the balance sheet at valuations 
in excess of cost Assume, for instance, that a company operating 
a wood-working establishment built a table for its own use at a cost 
of S50 00, and that the table would ha\ e cost S75 00 if purchased 
from someone else The table should be charged to a fixed asset 
account on the company’s books at S50 00 To charge it to the fixed 
asset account at 875 00 would mvolve taking a “profit” of $25 00, 
which would be illogical and a violation of good accounting, because 
one cannot make a profit by doing work for himself Accountants 
call a ‘ profit ’ of this sort an unrealized profit, which is really no 
profit at all The S25 00 is merely a saving of cost 

A failure to recognize all elements of cost is also a violation of 
the cost principle For instance, assume that a company purchased 
a machine for $500 00 and paid transportation charges of $50 00 
The transportation charges are a part of the cost of the machine, 
and should be charged to the fixed asset account To charge them 
to an expense account would understate the cost of the machine, 
overstate the expenses, and understate the net income 

There are some assets to which the cost principle does not apply 
Accounts receivable are an illustration If a merchant buys goods 
far $100 Q0 and sells them on account for S15Q 00., the account re- 
ceivable cannot be said to have cost the merchant $150 00, because 
of the profit element Accounts receivable should be valued, not 
on a cost basis, but at the amount which presumably will be col- 
lected, after an allowance for estimated bad debts 

The cost principle does apply to fixed assets, but this does not 
mean that fixed assets should forev er be valued in the balance sheet 
at original cost Fixed asset costs usually expire A fixed asset 
usually is subject to depreciation, and its useful life eventually comes 
to an end The cost of a fixed asset which is subject to depreciation 
156 
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should be charged to expense gradualh* over the useful life of the 
asset; the portion of the cost which has been so charged to expense 
is “expired cost.” The asset should be valued in the balance sheet 
at original cost minus expired cost. 

The remainder of this chapter contains a discussion of the 
proper bases of valuation of accounts receivable and fixed assets, 
and the accounting procedures applied to reflect these valuations 
in the accounts. 

Provision for bad debts. At the end of 194S (the first year of 
operations), a company prepared the following statements: 


THE A‘ Y COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1043 


Sales ... $100,000 00 

Deduct CoA of Goods Sold S0.C00 03 

Gross Profit on S.ilc^ $ 20,003 00 

Deduct Expenses . . 12,000 00 

Net Profit $^ T.00O 00 


THE X Y COMPANY 
Balance Sheet 


December 31, 1948 

Assets Liabilities and Net tVo-th 

Ca<h.... .. $ 0,000 Accounts Pat able $ 5,000 

Accounts Iteccivab'c . ... 13,000 y e t Worth: 

Inventory . 15,000 Canital Ptoch $25,000 

Delivery Equipment LOOP Surplus.. . s,000 33.000 


S3S.OOO $ tsp-vi 


Both the statement of profit and lo^ and the balance sheet are 
incorrect because no consideration has been given to the probable 
loss from bad debts. 

The balance sheet shows that there are ?13, 000.00 of accounts 
receivable on the books. But it is a rare thing for merchants to 
collect all their accounts receivable: some losses are almost certain 
to occur. Therefore, if the balance sheet is to state correctly the 
financial condition of the company, it should show the net amount 
which probably will be collected from the accounts receivable: thw 
will be less than $13,000.00. 

Moreover, the statement of profit and loss for each period should 
include all losses and expenses applicable to the period. Bad debt 
losses should therefore be deducted in the statement of profit and 
loss for the period in which the losses arc incurred. In what period 
arc they incurred? Bad debt losses result from selling merchandise 
to customers who do not pay their accounts: such looses are there- 
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fore incurred in the penod m which the sales are made If goods 
were sold in 1948 to customers whose accounts were found in 1949 
to be worthless, the loss was incurred m 1948 because nothing of 
value was receded for the merchandise The loss was not incurred 
in 1949 it was merely discoiered m that year 

Thus it is evident that both the balance sheet and the statement 
of profit and loss will be incorrect unless provision is made for the 
probable losses on accounts receivable 

If it is estimated that only S12,000 00 will be collected from the 
receivables totaling $13,000 00, the bad debt losses are estimated at 
$1,000 00 and the following journal entry should be made at the 
end of 1948 

Bad Debts 1 000 00 

Reserve for Bad Debts 1 000 00 

To provide for the estimated losses on uncollectible 
accounts 

Nature of Bad Debts account The Bad Debts account, which 
was debited m the foregoing journal entry, is an expense account, 
its balance should be shown as an expense in the profit and loss 
statement (as illustrated below), and the account should be closed 
to Profit and Loss 


THE X Y COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1948 

Sales 

Deduct Cost of Goods Sold 
Gross Profit on Sales 
Deduct 

Expenses $12 000 00 

Bad Debts 1 000 00 

Net Profit 


$100 00000 
80 000 00 
$ 20 000 00 


13 000 00 
$ 7 000 00 


In a statement in which the expenses are classified under selling 
and general captions, bad debts may be shown m the general ex 
pense section 

Nature of bad debt reserve. Increases in assets are recorded by 
debits, decreases are recorded by credits The estimated decrease 
in the value of the accounts receivable cannot be credited to the 
debtors’ accounts because, at the time the estimate is made, the 
particular accounts which will finally prove worthless are unknown 
Since we cannot credit any particular debtors’ accounts, we credit 
the reser\ e, which thus stands as a sort of blanket deduction from 
all of the accounts receivable In other words, the total of the debit 
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balances in the debtors' accounts minus the credit balance in the 
Reserve for Bad Debts represents the estimated net value of the 
accounts receivable asset. Therefore, in the balance sheet, the 
credit balance in the Reserve for Bad Debts should be deducted 
from the total of the debit balances in the customers’ accounts. 

THE X Y COMPANY 
Balance Sheet 
December 31, 1948 

Assets Liabilities and Jiet Worth 

Cash § 0,000 Accounts Payable . $ .5,000 

Accounts Receivable. . . §13,000 
Deduct Reserve for Xet Worth: 

Bad Debts 1,000 12,000 Capital Stock . . §25,000 

Inventory 15,000 Surplus 7,000 32,000 

Delivery Equipment. , . -1,000 

§37,000 §37,000 

The Reserve for Bad Debts is called a valuation account, or valu- 
ation reserve, because its credit balance must be deducted from the 
total of the debit balances in the debtors’ accounts to determine the 
estimated net value of the receivables. Valuation reserves are some- 
times called contra accounts or offset accounts. 

The nature of the reserve might be more clearly understood if 
some title were used such as Estimated Deduction for Bad Debts. 
The word Reserve is standard accounting terminology, and means 
the same thing. 

Writing off bad accounts. After the adjusting journal entry 
shown on page 15S is made, the ledger contains the following 
account balances : 

Account* Receivable . . . §13,000.00 

Rc.-erve for Bad Debt.-. . §1,000.00 

The accounts receivable are carried at a net valuation of 
$12,000.00. 

Let us now assume that an account with P. K. Lane, with a bal- 
ance of $75.00, is determined to be uncollectible: it should be written 
off by the following journal entry-: 

Reserve for Bad Debts 75.00 

P. K. Lane . 75.00 

To -iv rite off the uncollectible account. 

It should be noted that the loss is charged to the reserve and not 
to the Bad Debts (expense) account. If we debited the Bad Debt* 
account with estimated losses when the reserve is set up and later 
with ascertained losses, a double charge to expense would result. 
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The journal entry writing off Lane’s account transfers a portion 
of the credit balance of the resen e (which was an offset against the 
debit balances of all the accounts receivable) to the credit of Lane’s 
account as a direct offset against the debit balance m his account 
This direct credit ebminates Lane’s account from the accounts re 
ceivable 

After Lane’s account is written off, the ledger contains the fol 
lowing balances 

Accounts Receivable 512 925 00 

Reserve for Bad Debts $925 00 

The accounts receivable are still carried at a net valuation of 
$12,000 00 No change has occurred except that one receivable 
and an equal amount of the reserve have been eliminated 

Methods of estimating bad debt provisions The amount to be 
debited to Bad Debts and credited to the Reserve for Bad Debts at 
the end of a period is frequently computed as a per cent of the net 
sales for the period For example, assume that the trial balance on 
December 31 contains the following balances 

Accounts Receivable $20 000 00 

Reserve for Bad Debts $ 31500 

Sales 215 00000 

Returned Sales and Alio sances 1 500 00 


Assume, further, that the reserve is to be credited with a provision 
for bad debts equal to K of 1% of the net sales for the year The 
provision is computed as follows 


Sales $215 

Deduct returned sales and alio % antes ] 

Net sales S213 

Reserve provision = of 1% of $213 500 00 — $1 0G7 50 


This amount is debited to Bad Debts and credited to the reserve 
The total reserve is now S315 00 $1,067 50, or $1,382 50 and 

the accounts receivable will be show u m the balance sheet as follows 


Accounts Receivable 

Less Re erve for Bad Debts 


$20 000 00 

I 382 50 $18 61750 


The amount to be added to the reserve is also sometimes com- 
puted by giving consideration to the probable collectibility of each 
debtor s account, and thereby estimating the total probable reserve 
requirement The Bad Debts account is then debited and the re- 
serve is credited with an amount sufficient to increase the reserve 
to the required balance For example, suppose that the manage 
ment reviewed the accounts receivable totaling $20,000 00 (see pre 
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ceding illustration) and decided that a SI, 500.00 reserve might be 
required. The provision to be made at the end of the year would be 
computed as follows: 

Total reserve required cq 500.00 

Present balance in the reserve . 315.00 

Amount to be debited to Bad Debts and credited to the re erve Sl.lRj.OO 

The accoimts receivable would appear in the balance sheet as 
follows : 

Accounts Receivable . $20,000.00 

Less Reserve for Bad Debt-,. 1,500.00 $1S, 500.00 


Provision for depredation. Because fixed assets do not last for- 
ever, the cost of a fixed asset is a sort of prepaid expense. In other 
words, if a fixed asset will have no value at the end of five years of 
use, its cost is an expense of the five-year period. A portion of the 
cost should be charged as an expense of each year. For instance, 
if a fixed asset cost $4, 000.00 and has an estimated life of five years, 
one fifth of the cost, or SS00.00, may be charged as an expense of 
each year. The portion of the cost of a fixed asset wliieh is regarded 
as having expired is called depreciation. 

The profit and loss statement and the balance sheet on page 157 
are incorrect because no provision has been made for depreciation. 
The balance sheet shows that the company owns delivery equipment 
that, is carried in the accounts at S4.000.00, which presumably is 
cost. If the depreciation for the year is estimated at SS00.U0. the 
profit and loss statement should include depreciation expense of 
that amount, and the balance sheet valuation of the asset should be 
reduced by SS0Q.00, the expired cost. Therefore, the following 
journal entry should be made: 

Depreciation of Delivery Equipment . . . $00.00 

Reserve for Depreciation — Deliver)' Equipment $00.00 

To provide for depreciation of deliver),' equipment for the 
year on the bads of an estimated life of five \ ears. 


After this journal entry is posted, the accounts appear as follows: 


Delivery Equipment 

d, 000.00; 


Depreciation of 
Delivery Equipment 

SOD.OO, 


Reserve for Depreciation — 
Delivery Equipment 


$00 01 
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Nature of the Depreciation account The Depreciation of De 
livery Equipment account is an expense account, it should be 
closed to the Profit and Loss account, and its debit balance should 
be shown as an expense m the statement of profit and loss 


THE X Y COMP ANT 
Statement of Profit and Loss 
For the Year Ended December 31 1948 


Sales 

Deduct Co«t of Goods Sold 
Gross Profit on Sales 
Deduct 
Expeases 
Dad Debts 

Depreciation — Delivery Equij meat 
Net Profit 


*100 000 00 
80 000 00 
$ 20 000 00 


$12 003 00 
1000 00 

800 00 13 800 00 

$ 6200 00 


In a statement of profit and loss in which the expenses are classi 
fied under selling and general captions, the classification of depre- 
ciation will depend upon the department m which the depreciating 
asset is used. The depreciation of assets used in selling (such as the 
store budding store equipment, and delivery equipment) should be 
shown under the selling expense caption depreciation of assets used 
m the general administration of the business (such as office equip- 
ment) should be shown under the general expense caption 

Nature of the Reserve for Depreciation The credit balance m 
the Reserv e for Depreciation is an offset against the debit balance 
in the asset account in other words the debit balance m the asset 
account minus the credit balance in the reserve account represents 
the depreciated book value of the fixed asset Therefore, in the 
balance sheet, the credit balance in the Reserve for Depreciation 
should be deducted from the debit balance in the Delivery Equip- 
ment account The remainder is the depreciated book value of the 
d( lively equipment 


THE X r COMPANY 
Balance Sheet 



December 31, 1948 



Cash 

$ 6000 

Liabihtiei and Net 'Worth 

Accounts Pa j able 

$ 5 000 

Accounts Receivable $13 000 

Deduct Ivesene for 

Bad Debts 1 000 

12000 

Net Worth 

Capital fitock 

$2o000 


Inventory 

lo 000 

Surplus 

6200 

31,200 

Delivery Equipment $ 4.000 

Deduct Reserve for 
Depreciation £00 

3200 

$36200 



$36 200 
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The depreciation reserve, like the bad debt reserve, is called a 
valuation account because its credit balance must be deducted from 
the debit balance of the fixed asset account to determine the de- 
preciated book value of the property. The reserve is therefore 
virtually a part of the asset account; or perhaps it would be more 
exact to state that the asset account and the reserve account to- 
gether contain the record of the increases and the decreases in the 
book value of the asset. 

Depreciation entries for a series of years. To emphasize the 
fact that the Depreciation (expense) account is closed to Profit and 
Loss at the end of each period whereas the balance in the reserve 
account accumulates, accounts are presented below for three years: 


Depreciation of Delivery 

Delivery Equipment Equipment 


191S 


191S 

| ID IS 

Jan. 1 

4,000 

Dec. 31 

POO Dee. 31 To P. k L. POO 



1919 

) 1949 



Dec. 31 

SOO'Dee. 31 To P. & L. S00 



1930 

I 1930 



Dec. 31 

SOO|Dec. 31 To P. k L. POO 


Reserve for Depreciation of 
Delivery Equipment 

194S ’ 

Dec. 31 S00 

1919 

Dec. 31 S00 

1930 

Dee. 31 S00 


Reason for use of a reserve. The decrease in the book value of a 
fixed asset resulting from depreciation iniglil be recorded in the asset 
account, together with decreases resulting from disposals of assets. 
But this procedure would make it difficult to obtain desirable in- 
formation. 

To illustrate, let us assume that a fixed asset account has been 
credited with depreciation and with asset disposals, and appears as 
follows : 


to is ; 

Jan. i 1 2 heavy trucks 
1919 ! 

Jan.ilO 3 Hsht trucks 


Deliver)' Equipment 


! ' ’ 191S | 

| 0,00000 Dec. 31 Depreciation 
' < Il919 1 


i 1,200,00 


i ; nnv ; | | 

-5.500 (X) Mar. S Co=t of 1 light truck j i ! 

[ 1 | | <yld . t 1,3*00 00 


The S7.S00.00 balance in the account represents the depreciated 
book value of the two heavy trucks and the two light trucks still 




164 


VALUATION RESERVES 


[Ch 12 

owned But to ascertain the cost of the trucks still owned it is 
necessary to determine the total credits for depreciation and the 
total credits for disposals, and to deduct from the total debits onlj 
those credits which record disposals, thus 

Total debits — representing cost of trucks acquired S10 500 00 

Deduct the credit for the cost of the truck sold 1 500 00 

Co«t of trucks still owned S 9 000 00 

Considerable effort might be required to separate the tw o clashes 
of credits Therefore, it is better to separate them in the first 
place, bj crediting the asset account with decreases resulting from 
disposals of assets, and by crediting a reserve for depreciation with 
decreases in book value representing depreciation The accounts 
will then appear as follows 


Delivery Equipment 


1918 | 

| | 1919 \ 

j— 

Jan l| 2 heavy trucks 

i 0 090 33 Via 8j Cost of 1 light truck 


1919 j 

sold 

1 503 03 

Jan 10| 3 light trucks 

1 4 SOO'QO | 

I 


Reserve for Depreciation of Delivery Equipment 

1 1 i rra 


The cost of the trucks still owned is now readily determinable, 
it is $9,000 00, as shown by the debit balance of the asset account 
The credit balance in the reserve represents the recorded deprecia 
t,on of the assets still owned 

"Writing off fully depreciated assets In the illustration of the 
X Y Company, which owned delivery equipment costing $4,000 00 
and on which depreciation of $800 00 was provided annually, the 
delivery equipment would be fully depreciated at the end of five 
years, as shown by the following accounts 


Delivery Equipment 



Reserve for Depreciation of Delivery Equipment 





Ch.is] FOR BAD DEBTS AND DEPRECATION 163 

Since the credits in the reserve (representing portions of ro-f 
charged to expense) are equal to the cost, the equipment is carried 
in the accounts at no value. It may be written off by the following 
entry: 

Re-erve for Depreciation of Delivery Equipment . 4,000.00 

Delivery Equipment a 000.00 

To write off the fully depreciated a=-et. 

The posting of this journal entry would result in closing both the 
asset account and the related reserve for depreciation. 

Some accountants prefer to carry the asset account and the off- 
setting reserve until the asset is disposed of. 

Writing down a fixed asset account. Depreciation sometimes is 
credited directly to the fixed asset account instead of to a reserve 
for depreciation. This may be done if the amount of depreciation 
is determined by taking an inventory' of the fixed assets in-tead of 
applying an estimated depreciation rate. It is a procedure suitable 
for use in connection with small tools or other fixed assets consisting 
of a large number of units of relatively small value which wear out 
rapidly, or which may be lost or stolen. 

To illustrate, let us assume that, at the end of the year, the Small 
Tools account contains charges totaling SG,. 500.00, thus: 


Total charges for 
tools purrha-cd 
during the year 


Small Tools 


| G.oOO'oO, 



At the end of the year, an inventory of the small tools is taken, 
and their depreciated value is found to be 5o.000.00 The following 
journal entry is made to record the depreciation: 

Dec. 31 — Depreciation — Small Tool- . 1,500.00 

Small Tool. 1,500 00 

To reduce the balance of the Small Tools 
account to the depreciated value of the 
tool- on hand, per inventor.'. 

After (his entry is posted, the two accounts appear as folio n - : 

Small Tools 

'Total charges for 1 , ’Dec. 3b Depreciation ’ 1,50001 

j tool* purchased ■ * » I II 

j j during the year j j G,500 00, j j . 1 , 

Depreciation — Small Tools 
_____ ______ __ 

This procedure is called irr ( 'fow doirn (hr cs?d. 
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Showing depreciated fixed assets in the balance sheet It 
formerly was the custom to use the expression depreciated value in 
balance sheets as a title for the difference between the cost of a fixed 
asset and the depreciation provided to date On the assumption 
that a depreciation reserve was provided for delivery equipment and 
that the Small Tools account was written down to an inventory 
valuation, a customary balance sheet showing was 

Fixed Assets 

Delivery Equipment $10 000 00 

Deduct Reserve for Deprec at ion 2 000 00 

Depreciated \ alue $8 000 00 

Small Tools — Depreciated \ alue 5 000 00 

Total Fixed Assets— Depreciated \ alue $13 000 00 

It is now coming to be more clearly recognized that depreciation 
accounting is not a procedure for determining value (such as 
secondhand value or realizable value) but is merely a procedure for 
charging operations with the cost of a fixed asset during its estimated 
useful life therefore many accountants believe that the use of the 
expression depreciated value should be discontinued since the term is 
inappropriate and may be misleading The use of the term may be 
avoided thus 

Fixed Assets 
Delivery Equipment 
Deduct Reserve for Depreciat on 
Small Tools 

or by substitutmg some other term thus 
Fixed Assets 

Delivery Equipment $10 000 00 

Deduct Reserve for Deprec at on 2 000 00 

Cost less Depreciation $8 000 00 

Small Tools — Cost Less Depreciation 5 000 00 $13 000 00 

Net hook values of receivables and fixed assets The debit 
balances in the accounts receivable represent the gross book value 
of the receivables the gross book value minus the credit balance in 
the reserve for bad debts is the net book value 

Similarly, the debit balance in a fixed asset account represents 
the gross book value of the asset and the gross book value minus the 
credit balance in the related reserv e for d°preciation is the net book 
v alue of the asset 

The net book value of the accounts receivable is supposed to be 
the amount which the receivables are really worth If the reserve 
for bad debts is correctly estimated, the total of the receivables 


$10 000 00 
2 000 00 S8 000 00 

5000 00 $13 000 00 
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minus the reserve is the amount which will be collected. However, 
it usually is impossible to determine the amount of the required 
reserve with absolute accuracy; therefore, the net book value of the 
receivables represents their estimated realizable value. 

The net book value of a fixed asset is not even supposed to repre- 
sent the amount which could be obtained for it. The provisions for 
depreciation are merely intended to charge the cost of the asset to 
expense over the years of useful life of the asset. The credit bal- 
ance in a reserve for depreciation represents the portion of the cost 
which has been charged to expense. The net book value of a fixed 
asset represents the cost of the asset minus estimated depreciation; 
it does not purport to represent the market, or realizable, value. 

Extended illustration. On the following pages we shall again 
illustrate the procedure of making working papers, adjusting and 
closing entries, and statements; adjustments will be made for 
accrued and deferred items, and for bad debts and depreciation. 

First step. The trial balance on page 1GS is entered in the work- 
ing papers on page 169. 

Second step. Adjusting journal entries arc prepared for the 
accrued and deferred items, and for bad debts and depreciation. 

Deferred and accrued items: 

(a) One of the charges to the Advertising account was for the 

cost of catalogues printed during the year. At the end of 
the year there were catalogues on hand which cost $375.00. 
The following adjusting entry is made: 

Catalogues. . 373.00 

Advertising 375.00 

To record the prepaid expense of catalogues on hand. 

(b) The unexpired insurance at the end of the year was $300.00: 

the adjusting entry is: 

Unexpired Insurance .. 300.00 

Insurance. . 300.00 

Adjustment for unexpired insurance. 

(c) On November 1, 194S, a part of the store building was rented 

for $200.00 per month, and the rent for six months was 
collected in advance. -►Vs of December 31. rent for four 
months had been collected in advance, and the following 
entry is made: 


Itent Income 300.00 

Kent Collected in Advance SOO.OO 

Rent income deferred. 
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THE MONTGOMERY COMPANY 
Trial Balance 
December 31, 194S 

Cash .. 

Accounts Receivable , 

Reserve for Bad Debts 
Inventory (December 31, 1917) 

Land 

Store Building 

Reserve for Depreciation — Store Building 
Store Fixtures 

Reserve for Depreciation — Store Fixtures 
Delivery Equipment 

Reserve for Depreciation — Delivery Equipment 
Office Equipment 

Reserve for Depreciation — Office Equipment 
Accounts Payable 
Mortgage on Real Estate 
Capital Stock . 

Surplus 

Sales 

Returned Sales and Allowances 
Purchases 

Returned Purchases and Allowances 

Salesmen’s Salaries 

Advertising 

Delivery Expense 

Miscellaneous Selling Expense 

Insurance 

Taxes 

Office Salaries 
Office Expense 
Delivery Income 
Rent Income 
Discount on Purchases 
Interest Expense 
Discount on Sales 
Dividends 
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5,000 00 
25,000 00 

800 00 

35.000 00 

10.000 00 
40,000 00 

8,00000 

4,000 00 

1,200 00 

3,000 00 

90000 

2,000 00 



40000 

15.000 00 

25.000 00 

50.000 00 
21,800 00 

200,00000 

500 00 


170,00000 

1,20000 

9,000 00 
5,250 00 
2,150 00 



800 00 
70000 
450 00 


3,50Q 00 
2,000 00 

50000 
1,20000 
1,300 00 

1,200 00 
1,750 00 
9,000 00 


330 300 00 

330,300 00 


(d) The company makes deliveries for another store at a rate of 
$100 00 per month. The deliver} income for December 
had not been collected 

Delivery Income Receivable 100 00 

Delivery Income 10000 

Accrued income receivable 


(e) Accrued interest on the mortgage payable was $300 00 

Interest Expense 300 00 

Accrued Interest Payable 300 00 

Accrued interest on mortgage 


(Adjusting entries are concluded on page 170 ) 



Working A-'apcra 
Year Ended December 31, 1948 
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Bad debt reserve 

(f) An examination of the accounts receivable indicated that a 
reserve of $1,500 00 was required 

Bad Debts 700 00 

Reserve for Bad Debts 700 00 

To increase the reserve for bad debts to $1 500 00 


Provisions for depreciation — computed as indicated in the journal 
entries 


(g) Deprec ation — Store Bu Id tag 2 000 00 

Reserve for Depreciation — Store Building 2 000 00 

To provide depreciation at 5% of $40 000 00 
cost 

(h) Depreciation— Store Fixtures 300 00 

Reserve for Depreciation — Store Fixtures 300 00 

To provide depreciation at 7 of 51 000 00 
cost 


(i) Depreciation— Delivery Equipment 600 00 

Reserve for Depreciation — Delivery Equip- 
ment 600 00 

To provide depreciation at 20% of $3 000 00 
cost 


(j) Depreciation — Office Equipment 150 00 

Reserve for Depreciation — Office Equipment 150 00 

To provide depreciation at 7^% of $2 000 00 
cost 


Third step The working papers (page 169) are completed by- 
applying the adjusting journal entries and extending the adjusted 
balances The inventory at the end of the year was \alued at 
$46,500 00 

When there are many adjustments, some accountants include 
m the working papers a column headed Trial Balance After Adjust- 
ment, in which are shown all account balances after applying the 
adjusting journal entries Working papers with such columns are 
illustrated on page 171 

Fourth step The statements are prepared from the figures shown 
m the Profit and Loss, Surplus, and Balance Sheet columns of the 
working papers 

The statement of profit and loss on page 172 contains charges for 
bad debts and for depreciation Note that the charge for bad debts 
is shown as a general expense the charges for depreciation of store 
building, store fixtures, and delivery equipment are shown as sclhng 
expenses because these assets are used in selling and delivering 
merchandise, the depreciation of office equipment is shown as a 
general expense 
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THE MONTGOMERY COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31 , 1948 


Gross Sales 

Deduct Returned Sales and Allowances 
Net Sales 

Deduct Cost of Goods Sold 
Inventory, December 31, 1947 
Purchases 

Deduct Returned Purchases and allowances 
Total Inventory and Purchases 
Deduct Inventory, December 31, 1943 
Gross Profit on Sales 
Deduct Selling Expenses 
Salesmen s Salaries 
Advertising 
Delivery Expense 
Miscellaneous Selling Expense 
Depreciation 
•Store Budding 
Store Fixtures 
Delivery Equipment 
Net Profit on Sales 
Deduct General Expenses 
Insurance 
Taxes 

Office Salaries 
Office Expense 

Depreciation — Office Fquipment 
Bad Debts 

"Net Profit on Operations 
Add Other Income 
Dein ery Income 
Rent Income 
Discount on Purchases 
Net Profit on Operations and Other Income 
Deduct Other Expenses 
Interest Expense 
Discount on Sales 
Net Income 


$200,00000 

50300 


8199,50000 


$170 000 00 
1 233 00 


$ 2,000 0(1 
300 00 
COO 00 


$ 35,000 00 

163,800 00 
S203.80Q 00 
40 500 00 


$ 9,000 00 
4,875 00 
2,15000 
800 00 


2 900 00 


$ 400 00 

450 00 
3 500 00 
2 000 00 
150 00 
700 00 


$ GOO 00 
400 00 
1 300 00 


$ 1,500 00 
l,7o0 00 


157,30000 
$ 42,200 00 


19,72500 
$ 22,475 00 


7,20000 
$ 15,27o00 


2300 00 
$ 17,57500 

3 250 00 
$ 14 325 00 


THE MONTGOMERY COMPANY Exhibit B 


Statement of Surplus 
For the Year Ended December 31, 1948 
Surplus, December 31, 1947 $24 800 00 

Add Net Income, per Exhibit C 14 325 00 

Total $39,12o 00 

Deduct Dividends 9 00000 

Surplus, December 31, 1948 $30 12) 00 


In the balance sheet on page 173, obsert e especially the method 
of deducting the balances of the reserves from the related asset 
account balances, to show the net book values of the assets. 
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THE MONTGOMERY COMPANY Exhibit A 


Balance Sheet 

December 31, 1948 


Assets 

Current .Assets: 

Cash 

Accounts Receivable . 

Deduct Reserve for Cad Debts 

Delivery Income Receivable. 

Inventory 

Total Current .Assets 

$ 5 , 000.00 

$23,000.00 

1,300.0 0 23,300.00 

100.00 
40,500.00 

$ 75,100.00 

Fixed Assets: 

Rand 

Store Building. . 

Deduct Reserve for Depreciation . . 

Cost Less Depreciation . 

Store Fixtures 

Deduct Reserve for Denrecialion 

$10,000.00 

$10,000.00 

10,000.00 

30,000.00 

$ 4,000.00 

1.300.00 


Cost Less Depreciation 

Delivery Equipment 

Deduct Reserve for Depreciation . 

Cost Less Depreciation 

Ofiiee Equipment .... 

Deduct Reserve for Depreciation 

2.500.00 

$ 3,000.00 

1,500 00 

1.500.00 

$ 2,000.00 

530 00 


Cost Less Depreciation 

Total Fixed Assets — Cost Less Depreciation 

1,430.00 

43,450.00 

Prepaid Expenses: 

Catalogues 

Uncxpircd Insurance 

$ 375.00 

300.00 


Total Prepaid Expenses 


075.00 
$121.225 00 

Liabilities and Net Worth 

Current Liabilities: 


Accrued Interest on Mortgage 

300.00 


Total Current Liabilities 


$ 15,303.00 

Fixed Liabilities: 

Mortgage on Real Estate 


25,000.00 

Deferred Income: 

Rent Collected in Advance 


soo.oo 

Xet Worth: 

Capital Stock 

$50,000.00 

30,125.00 


Total Xet Worth 


SO, 125 00 



?ij 
K | 

v/i 


Xo depreciation reserve has been provided for the land. Land 
used :is a building site is a fixed asset which does not depreciate. 
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Ftftk step. The adjusting journal entries are posted, and the 
following closing journal entries are made and posted to the ledger 
accounts: 


Sales 

Profit and Loss 

To close the Sale* account 

200,000 00 

200,000 00 

Profit anl Loss 

Returned Sales and Allowances 

To close the Returned Sales and Allowances 
account 

500 00 

500 00 

Profit and Loss 

Inventory 

To charge Profit and Loss with the inventory at 
the beginning of the period. 

35,000 00 

35,000 00 

Profit and I»ss 

Purchases 

To close the Purchases account 

170,000 00 

170,000 00 

Returned Purchases and Allowances 

Profit and Ui 

To close the Returned Purchases and Allow ances 
account 

1,200 00 

1,200 00 

Inventory 

Profit and Loss 

Inventory at the end of the jear 

40,500 00 

40,500 00 

Profit and Loss 

Salesmen’s Salaries 

Advertising 

Delivery Lxpense 

Miscellaneous Selling Expense 

Depreciation — Store Building 

Depreciation — Store Futures 

Depreciation — Delivery Equipment 

To close the selling expense accounts 

19,725 00 

9.00000 
4,875 00 
2,15000 

800 00 

2.000 00 
300 00 
000 00 

Profit and Loss 

Insurance 

Taxes 

Office Salaries 

Office Expense 

— QfT/M; VjqufpaasK 

Bad Debts 

To close the general expense accounts 

7,200 00 

400 00 
450 00 
3,500 00 
2000 00 
WtOfl 
70000 

Delivery Income 

Rent Income 

Discount on Purcliases 

Profit and Low? 

To dose the other income accounts 

600 00 
400 00 
1,300 00 

2,300.00 

Profit and Loss 

Interest Expense 

Discount on Sales 

3,250 00 

1,500 00 
1,75000 


To close the other expense accounts 
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ProSt and Lo^ 11,325.00 

Surplus ’ 1 -l.32o.CO 

To transfer the net income to Surplus. 

Surplus 9,000.00 

Dividends 9,000.00 

To clo^c the Dividends account. 

Sixth step. Journal entries reversing the adjustments for de- 
ferred and accrued items are made and posted under date of Jan- 
uary 1, 1949. 


Advertising ... . . 

Catalogues . . . .... 

To reverse the adjustment for catalogues. 

375.00 

375.00 

Insurance 

Unexpired Insurance . . . 

To reverse the adjustment for unexpired insur- 
ar.ee. 

300.00 

300.00 

Rent Collected in Advance 

Rent Income 

To reverse the adjustment for unearned rent. 

SOO.OO 

SOO.OO 

Deliverv Income 

Delivery Income Receivable 

To reverse the adjustment for accrued delivery 
income. 

lfXl.OO 

100.00 

Accrued Interest Payable 

Interest Expense 

300.00 

300.00 


To reverse the adjustment for accrued interest. 

The adjusting entries for bad debts and depreciation are not re- 
versed. 

Classification of accounts. Accounts are of two principal classes : 
real and nominal. 

The balances of real accounts are used in the preparation of the 
balance sheet: they show assets, liabilities, and net worth. Heal 
accounts remain open after the books have been closed. 

The balances of nominal accounts show the changes in surplus 
during the period: they are used in preparing the statement of profit 
and loss and the statement of surplus. Nominal accounts are 
closed at the end of the period. 

The following are illustrations of these two classes of accounts: 

lit accounts: 

Cash. 

Accounts Receivable, and Reserve for Bad Debts. 

Fixed asset accounts, and tiie related reserves for depreciation. 

Accounts Payable. 

Capital Stock. 

Surplus. 
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Nomircl accounts 
Store Rent 
Salarj accounts 
Taxes 

Deliver} Income 
Dividends 

Some accounts however cannot be classified as either real or 
nominal For instance the Ad\ ertismg account m the trial balance 
on page 16S has a balance of So 2o0 00 this balance includes 

A real element the cost of catalogues on hand S37o 00 
A nominal element — the ad -erti_ ng expense for the period, 14 87o 00 

Such an account is called a mixed account \n adjusting entry was 
made transferring the real element to a prepaid expense account, 
and the Adv ertismg account was thus left with a balance represent- 
ing onlj the nominal element 

The Sales account is another illustration of a mixed account 
Credits to the Sales account include two elements the cost of the 
goods sold or the decrease m the asset of merchandise (a real ele- 
ment) and the gross profit or loss on the sales (a nominal element) 
Do statements show facts or opinions’ Manj people seem to 
think that accounting is a mathematical^ exact science, and that 
the profit and loss statement, the statement of surplus, and the bal 
ance sheet are statements of fact — absolute facts to the last pennj 
You have progres=ed far enough in the stud} of accounting to know 
that the statements are based on man} estimates The provision 
for bad debts is an estimate based on somebody s guess as to the 
collectibility of the receiv ables A provision for depreciation is an 
estimate based on a guess as to the probable useful life of a fixed 
asset As } ou progress in the stud} of accounting } ou will find 
that man} other matters are the subject of opinion and estimate 
Objection to the term net wortn In recent }ears a number of 
accountants have advocated discontinuing the use of the term net 
north m balance sheets, and substituting some other term such as 
owners equity Their argument runs somewhat as follows 

A balance sheet does not •=how v aluations at which the assets 
could be conv erted into cash. 

The realizable v alue of the recei\ ables is only an estimate 
The merchandise is not stated at the price at which it could 
be sold 

The fixed assets are shown at cost less depreciation based 
on an estimate of useful life and not at the price at which 
the} could be sold 
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Prepaid expenses, although properly deferred from an ac- 
counting standpoint, may have little or no cash value. 

Since the assets are not stated in the balance sheet at what they 
are ‘‘worth/' in the sense of what could be obtained for them 
in cash, the excess of the total of the asset side of the bal- 
ance sheet over the total liabilities is not necessarily, or 
even probably, the amount the owners would have left 
if they disposed of all the assets and paid the debts. 

Therefore, the term net worth is misleading because it im- 
plies that the assets are stated at what they are “worth.” 

Some title such as owners’ equity would be better because it 
does not carry the implication of “worth,” or present 
realizable value. 

Although it is true that the assets are not shown in the balance 
sheet at realizable values, and although it also is true that many 
uninformed people may not be aware of that fact, the author doubts 
whether the mere substitution of the term owners’ equity for net 
worth would be sufficient to clear away the misunderstanding. Al- 
though the proposed change in terminology may be desirable, it 
seems advisable, particularly in an introductory text, to use terms 
which are in accordance with present practice. 



CHAPTER 13 

Discounting Notes Receivable 

Purposes of discounting notes receivable Instead of borrowing 
monc> from a bank by discounting our own note payable, as dis 
cussed in Chapter 7 we may obtain funds from a bank by endorsing, 
and transferring to the bank, any notes receivable held by us which 
are acceptable to the bank 

The payee of a note may endorse it and transfer it to a creditor 
to apply on account, if the creditor is willing to take it 

Endorsements Paper which is payable to the order of a named 
payee must be endorsed by the payee if it is to be transferred by him 
to some other party thus, if T \\ Hamilton, the payee of the 
illustrative note on page 78, wishes to transfer the note to John 
Smith Hamilton must endorse the note bj writing his name across 
its back The party who endorses a note is called an endorser, the 
party to whom the note is transferred is called an endorsee 

By the act of endorsement of a negotiable promissory note, the 
endorser assumes an obligation (subject to certain defenses) to pay 
the note to a subsequent holder if the maker fails to pay it at ma- 
turity This obligation is called a contingent liability For a com- 
plete discussion of the nature of the contingent liability of an en 
dorscr and the nature of his defenses you are referred to any good 
text on the law of negotiable instruments 

Paper which is payable to bearer can legally be transferred by 
delivery without endorsement however, the party to w'hom the 
paper is to be transferred may require that it be endorsed, in order 
to make the transferor contingently liable for its payment 
Endorsements are classified and illustrated as follows 

(1) Unqualified endorsements (the transferor assumes the full 
contingent liability imposed by law upon an endorser) 

(a) In full (shows the name of the party to whom the 
paper is transferred) 

Pay to the order of 
John Smith 
F IC Hamilton 

"The paper is still payable to order , that is Smith must 
.endorse jt m order to transfer it 
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(b) In blank (does not show the name of the party to 
whom the paper is transferred): 

F. Iv. Hamilton 

The paper is now payable to bearer and can legally 
be transferred by subsequent holders without en- 
dorsement. 

(2) Qualified endorsement (the endorser limits his contingent lia- 

bility by inserting the words Without Recourse ) : 

(a) In full : 

Pay to the order of 
John Smith 
Without Recourse 
F. K. Hamilton 

(b) In blank: 

Without Recourse 
F. Iv. Hamilton 

One who endorses without recourse materially lessens his 
contingent liability as air endorser. He warrants that the 
paper is valid and that he has a good title to it, but lie does 
not assume a legal obligation to pay the note merely be- 
cause the maker does not do so. 

(3) Restrictive endorsement (which must be in full): 

(a) To prevent further transfers: 

Pay to John Smith only 
F. Iv. Hamilton 

(b) To make the endorsee an agent for a special purpose: 

Pay to the order of 
First National Bank 
For collection 
F. Iv. Hamilton 

Accommodation endorsements. A person who is not a party to 
a negotiable instalment may endorse it for the purpose of lending hi- 
credit. As an illustration of an endorsement for this purpose, as- 
sume that John Brown wishes to borrow 81,000.00 from the bank, 
and that the bank will not make the loan unless some person of good 
financial standing will endorse the note. Fred White agrees to ac- 
commodate Brown in this way. Brown makes a note payable to 
the bank, and White endorses it, thereby assuming a contingent lia- 
bility to pay the note if Brown fails to do so. 
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Proceeds of a discounted note receivable. The proceeds of a 
discounted note receivable arc computed as follows: 

First, determine the value of the note at maturity (this is the 
amount which the holder of the note will be entitled to col- 
lect from the maker at maturity). 

The maturity value of a non-interest note is the face. 

The maturity value of an interest-bearing note is the face 
plus the interest for the full period of the note. 

Second, determine the discount period, or time from the date 
of discount to maturity. 

Third, compute the discount at the agreed rate, on the value 
at maturity, for the discount period. 

Fourth, deduct the discount from the value at maturity. 

Let us compute the proceeds of two notes receivable discounted 
Maker B Bates C Cole 

Date of note August 1 August 1 

Time from date of note to n atuntj 63 days 60 days 

Date of discount August 11 August II 

Discount penod— or time from date of discount to 

maturity 50 days 50 days 

Hate of interest borne b> the note None 5M% 

Kate of discount charged 6% 6% 

Computation of proceeds 

Tace of note $6,000 00 $6,000 00 

Add interest from date of note to maturity. 

The Bates note does not bear interest 

Interest on the Cole note at 5K% for 60 days is 55 00 

Value at maturity . . . $6,000 00 $6,055 00 

Deduct discount at 6% for 50 days 
50 daj s’ interest on $6,000 00 . . 50 00 

50 dajs’ interest on $6,055 00 ... 50 46 

Proceeds . ... $5 950 00 $6 004 54 

Discounting notes receivable at the bank. Let us assume that 
we own the Bates and Cole notes, which are recorded in the Notes 
Receivable account as follows 


Notes Receivable 



| 

Aug 1 B Bates 60 da 

6,000 00| 

1 C Cole 60 da 5>$% 

6,000 00| 


Let us now assume that we discount these notes at the bank on 
August 11. Since we part with the notes, it may seem that the 
Notes Receivable account should bo credited. But we should re- 
member that, in order to transfer the notes to the bank, we must cn- 
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dorse them, and thus render ourselves contingently liabk for their 
payment. This contingent liability should be shown in the ac- 
counts. Therefore, we shall credit an account called Notes Receiv- 
able Discounted, as illustrated in the following entries*: 

Bales note — for which ur receive less than the face: 

Cash . . .■>.07X00 

Interest Expanse . . . . .... 50.00 

Notes Receivable Discounted . 0,000.00 

Note of B. Bates discounted at bank at C/'t. 

Cole note — for which ur receive more than the face: 

Cash ... 0,001.31 

Notes Receivable Discounted G, 000.00 

Interest Income . . . 4.51 

C. Cole's no t 0 discounted at bank at 0 r " c . 

The Notes Receivable and Notes Receivable Discounted ac- 
counts now appear as follows: 

Notes Receivable 

i n - ! 

6,000 00 i ■ i 

| 0,000 00, j J I I 

Notes Receivable Discounted 

7 10— ~ f" 

1 Vue. 1 1 B. Bates • 0,000 00 

| | ,11. C. Cole , . G, 000 00 

The net balance of the two accounts is zero, showing that we own 
no notes receivable. 

Discounting notes receivable with a creditor. Let us assume 
that, instead of discounting the notes receivable at a bank, we trans- 
ferred them on August 11 to a creditor, J. B. Houston, to apply on 
our account payable liability to him: let u? also assume that they 
were discounted at 6^: the proceeds, therefore, were the same os 
computed above. Our entries to record the discounting of the notes 
with our creditor are shown below: 

Bates vote — for which ice receive less than (he face: 


J. B. ITo ustor. 5. NO. 00 

Interest Expense. 50.00 

Notes Receivable Dkeountcd 6,000.00 


Note of B. Bate* transferred on account, clreountri 
at ivy. 

• The illustrative cntric- through" 1 "* ttd= chaVer are given in cer-eral joam.nl hm 
for simrlfrity of cxpbnal h-r; it vtll be urder-tooj tli.it c.ntrie- for ca-h receipts and 
disbursements v,-ou!d be made in the cash book.*. 



10— ; 
-Vug. I ! B. Bates GO da. 

1 C. Cole 00 da. 5}£fc! 
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Cole note— for which we receive more than the face 

J B Houston 6 004 54 

hotes Receivable Discounted 6 00000 

Interest Income 4.54 

C Coles 5 l ^ cf 0 note transferred on account dis 
counted at 6% 

Discounted note paid by maker at maturity. Assume that Bates 
and Cole paid their discounted notes at maturity to the bank if 
they were discounted there, or to Houston if thej were transferred 
to him We no longer ha\e any contingent liability, and can there- 
fore make the following entries 

Notes Receivable Discounted 6 000 00 

Isotea Receivable 6 000 00 

To eliminate the Bates note and contingent liability 
from the accounts 

Notes Receivable Discounted 6 000.00 

N otes Recei\ able 6 000 00 

To eliminate the Cole note and contingent liability 
from the accounts 

The two ledger accounts appear as follows 


Notes Receivable 


19— 

Aug 

l| B Bates 60 da 

6 00ol)Opept 3o| B Bates 

eooo’oo 


1JC Cole CO da 5 

6 000 00| 30j C Cole 

6 00000 


Notes Receivable Discounted 


19— 

1 II 

1 j 

Sept 30 B Bates 

6 000 00j 4ug 11 B Bates 

eooo'oo 

30 C Cole 

600000 llJC Cole 

I 6,00000 


Discounted note dishonored by maker An endorser cannot be 
held on his contingent habihty for the payment of a discounted 
note recen able unless the holder (endorsee) has presented it to the 
maker at maturity demanded and not received payment, and given 
proper notice of dishonor to the endorser 

Let us assume that Bates and Cole dishonored their notes at 
maturity and that the holder took the proper steps to enforce collec- 
tion from us Our entries will be 

For payment of Bates note — which did not bear interest 

B Bates 6 000 00 

Cash 6 000 00 

Paid (bank or Houston) the Bate9 note discounted by 
us and dishonored by him 

(The paj ment is charged to Bates because we have a 
ngbt to enforce collection from him ) 
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Notes Receivable Discounted (■> 000.00 

Notes Receivable ' 

To eliminate the Bates note and the contingent liabil- 
ity from the accounts. 


0 , 000.00 


(This entry is made because there is no longer anv 
contingent liability on the note. The contingent 
liability developed into a real liability, and was paid.) 


For payment of Cole note — which bore interest: 


C. Cole 6,035.00 

Cash 0,03.5.00 

Paid (bank or Houston) the Cole note discounted bv 
us and dishonored by him, and 5) 57c interest thereon 
for GO days. 

Notes Receivable Di-counted 6,000.00 

Notes Receivable 6,000.00 

To eliminate the Cole note and contingent liability 
from the accounts. 


Disposition of Notes Receivable Discounted account. You 
should observe that the entry debiting Notes Receivable Discounted 
and crediting Notes Receivable is made by the endorser at the ma- 
turity of a discounted note, regardless of ichcthcr the note is paid by 
the maker or by the endorser. If the note is paid by the maker, the 
endorser has no further liability. If the note is dishonored by the 
maker, the contingent liability becomes a real liability. 

Protest. In some cases, notice of dishonor can be given to the 
endorser informally, either orally or in writing. In other cases, pro- 
test and formal notice of dishonor are required. 

Protest is a formal declaration in writing by a notary public to the 
effect that he has presented an instrument to the person primarily 
liable thereon and demanded payment, and that the instrument has 
been dishonored. Notice of protest is sent by the notary public to 
the maker and to all the endorsers. 

The holder of the paper (the endorsee) engages the services of the 
notary public and pays his fee, which he charges to the endorser. 
The endorser is then obligated to pay the face of the note, the protest 
fee, and any accrued interest. 

Let us assume that the Cole note, discounted by u-~. was dis- 
honored and protested, and that the protest fee was $2.04. Our 
entries at the time of payment will be: 

C. Colo - 6,057 0? 

Cash .. ... - 6,0.5 1 .Of 

Payment of di-honored note, interest, and rrote-’C 
fee. 

Notc< Receivable Pb-ounted ... ... O.roo.fY) 

Nnt<" Receivable. ... 

To eliminate the C. Co! n note and t! om'irgent 
liability from the accounts. 


0,000 00 
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Purpose of Notes Receivable Discounted account It should be 
understood that the Notes Receivable Discounted account is to be 
used to show the contingent liability on paper which we have owned 
and have transferred to other parties, thus assuming a contingent 
liability as a result of our endorsement 

If we discount our own note paj able, the transaction should be 
recorded bj a credit to Notes Payable, to show the direct liability 
Notes receivable and notes receivable discounted m the balance 
she et Assume that a company’s accounts with notes receiv able and 
notes receivable discounted appear as follows. 


Notes Receivable 


Smith — 30 da. j 

J1 

1 l 19 ^ 

k 1 ooooo’juij 

>| 

Smith 

jcRsja looojoc 

J6 Lb 2 00000 

lo[ Brown — 30 da. j 

32 

b 2 000 00J 


RrnKn j 

20[ White— 60 da I 
2o* Green — 60 da. j 

I J3 

I 31 

c 2 50000 
|d 3 000 00, 

ioj 




Notes Receivable Discounted 


19— | | 

1 l I9— 1 

JG b 2000.00June 15 Brown 


Julj lioj Brown 

J2 b 2 000 00 

| j |2 White 

J3 c 2 50000 


These accounts show the following facts 

The Smith note was received on June 1 and was collected on 
July 1 

The Brown note was received on June 10, it was discounted 
on June 15, it matured on July 10, and the contmgent lia- 
bility was eliminated 

The White note was received on June 20 it was discounted on 
June 25 it has not jet matured, therefore there is a con- 
tmgent liability of $2,500 00 

The Green note was received on June 25, it has not yet ma 
tured, and the company therefore has an asset of $3,000 00 

The balance sheet should show the note receivable asset of 
S3, 000 00 and the contmgent liability of $2,500 00 The asset and 
the contmgent liability can be determined from the balances of the 
two accounts, as follows 

Debit balance of ’Votes Receivable account So 500 00 

Credit balance of Notes Receivable Decollated account — 
amount to be shown as a contingent liability 2 50000 

Net balance of the two accounts — amount to be shown as note 
recc vable asset 


$3 00000 
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The note receivable asset is shown in the balance sheet on the 
asset side. The contingent liability on notes receivable discounted 
is usually stated in a footnote. The procedure is illustrated below: 



NAME OF COMPANY 


Balance Sheet 


July 31, 19— 

Assets 

liabilities TTct V> erth 

Cash 

5 750.00 Liabilities: 

Accounts Receivable ... . 

2.S50.00 Accounts Pav- 

Notes Receivable 

3,000.00 able ? 2, O'VO 00 

Inventory' 

6,750.00 Notes Payable. I.O00.00 5 3,000.00 


Net Worth: 



Capital StO'-k. . 

. 510,000 00 


Surplus . 

3d) 00 

10. 0^0 00 

5 13,350 00 


SI 3. 3d) 00 


jYofe. On July 31, 10 — , the company mas contingently liable on notes 
receivable discounted in the amount of 52,300.00. 


Discounted notes taken from debtor on account. Assume that 
Fred Dutton is indebted to us on an account receivable, and that he 
wishes to transfer to us, to apply on account, two notes which he 
holds and which are described as follows: 


Internet 

Maker Date Time Rate Fare 

James Macce June 1 00 days — 53,000.00 

Horace Ileald “ 10 CO days GCc 6,0*00 00 

We are willing to take these notes from Dutton on June 15 at a value 
determined by discounting them at 0%. The proceeds are com- 
puted as follows: 


Maker . Manec Ilc-dd 

Date of note . . . June 1 June 10 

Period of note . r O d..y- 6.0 d :y; 

Maturity July 31 Aur. 0 

Date of "discount . .. . June 1.0 Jurw 15 

Di -count period -16 daw 33 days 

Rate of intere-t on note . . . — 0% 

Rate of discount charged by us. . . QW. 6' - 

Computation of proceeds; 

Face of note 53,000.00 5‘5,OOQ.OO 

Add interest on note from date of i-uias-e to 

maturity gg gg 

Value at maturity S3,OO0.0Q 53, OMCO 

Di 'count at 6 ’3 delude J bv u=: 

On 53,000 00 for 16 daw. -.3.00 

On 56,030.00 for 55 daw .... '-3 

Proceeds *3.077 gj ? ’- r> 
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Entries at acquisition 

Notes Receivable 3 000 00 

Interest Income 23 00 

Fred Dutton 2,97700 

James Magee 60-day non interest note due July 31 
taken from Dutton on discount basis to apply on 
account 


The $23 00 credit to Interest Income is the amount we will earn by 
carrying the note from June 15, the date of discount to July 31, the 
maturity 

Notes Receivable 6 000 00 

Interest Income 4 45 

Fred Dutton 6 004 45 

Horace Heald 60-day 6% note due August 9 taken 
from Dutton on 6% discount basis to apply on ac 


We charge the $ 1 45 to Interest Income because when we collect the note 
and interest the Interest Income account will be credited with $60 00 
The Interest Income account will then appear as follows 


Interest Income 

June|16i T1 4]45|Aug | 9! Tj 6000 

and the resulting credit balance of $o5 55 will be the net amount we 
will earn by carrying the note from June 15 the date of discount, to 
August 9 the maturity 

Observe that when we leceive a note on a discounted basis the debit is to 
Notes Rece vable — not to Notes Receivable Discounted The Notes 
Receivable Discounted account is used to show the contingent liability 
on notes which we endorse and transfer to others 


Entries at maturity if note is collected from the maker, 

If, at the maturity of the notes, they are collected from the 
makers, the entries are as follows 


Cash 

Notes Receivable 

Collection of note from James Magee 
Cash 

Notes Receivable 
Interest Income 

Collection of Horace Heald note and interest 


3 000 00 

3000 00 


6 060 00 

6 00000 
60 00 


Entries at maturity if note is not collected from the maker 

If, at the maturity of the notes, they are not collected from 
the makers but are immediately collected from Fred Dutton, 
the endorser, the entries will be the same as those shown 
above, except that the explanatory comment will indicate 
that the collections were made from the endorser 
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If the notes are dishonored by the makers, and are not immed- 
iately collected from the endorser, they should be charged 
back to the endorser from whom we received them, b}' en- 
tries as follows: 

Fred Dutton 

Note*; Receivable 

To charge Dutton with the Magee note taken from 
Dutton to apply on account, and dishonored by 
Magee. 

Fred Dutton 

Notes Receivable 

Interest Income 

To charge Dutton with principal of, and interest on, 
the Heald note taken from Dutton to apply on ac- 
count, and dishonored by Heald. 


0 , 000.00 

0,000.00 

00.00 


3,000.00 

3,000.00 



CHAPTER 14 

Bills of Exchange. Registers 

Bills of Exchange 

Definition. The following definition is quoted from the Uniform 
Negotiable Instruments Act 

A bill of exchange is an unconditional order in writing 
addressed ly one person to another signed bi the person 
gmng it requiring the person to whom it is addressed to 
pay on deman 1 or at a fixed or determinable future tune a 
sum certain in money to order or to bearer 

The parties to a bill of exchange are 

The drawer — the person who signs the order 
The drawee — the person to whom the bill is addressed and who 
is ordered to make the payment 
The pajee — the person to whom payment is to be made 

Classification. Bills of exchange, or drafts, may be classified 
as follows 

(A) As to the nature of the parties 

(1) Bills drawn on banks 

(2) Bills drawn on parties other than banks, these are 

known as commercial bills 

(B) As to the number of parties 

(1) Three-part} drafts — in which A orders B to pay C 

(2) Two-part} drafts — in which A orders B to pa} A 

In such a draft A is both the draw er and the pa} ee 
Since there are alwa}s three parties to a draft (drawer, 
drawee, and pa}ee), it would be more precise to use 
the expression two-person draft when one person i° 
both drawer and pa}ee However, two-party 
draft is the customary terminology 

(C) As to the tune when payment is to be made 

(1) Sight drafts — payable unmediatel} upon presentation 

to the drawee 

(2) Time drafts — pa} able after a lapse of tune 

183 
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Bills Drawn on Banks 

Bank check. A check is a bill of exchange; if is a written order 
in which the depositor (as drawer) orders the bank (n= drawee) to 
pay a certain sum of money to a named person or to bearer. The 
payee is usually a third party, but the drawer may also be the payee. 
If a check is drawn payable to “Cash,’’ the drawer is also the payee. 
Checks are payable at sight. 

Certified check. A certified check is a check, drawn in the usual 
way, which has been presented by the maker or the payee to the 
bank upon which it is drawn, and which has been certified by the 
bank. 

Certification is accomplished by an officer or employee of the 
drawee bank by writing (or rubber-stamping and writing) across the 
face of the check: 


CERTIFIED 
First National Bank 

C & JLtds 

Cashier 


The certification is an assurance by the bank that the drawer of 
the check has funds on deposit to meet the check, and that sufficient 
funds will be set apart from the depositor's account to pay the check 
when it is presented for payment. The maker may have the check 
certified because the payee will not accept it otherwise; sometimes 
a payee will have a check certified because he does not widi to cad) 
it immediately but wishes assurance that it can be cached when 
presented. 

Bank draft. A bank draft is a bill of exchange drawn by a bank 
against its deposit in some other bank. 

To illustrate the use of bank drafts, assume that John Brown, 
living in a small town in Iowa, wishes to make a remittance to a 
creditor in New York. The creditor may refuse to accept Brown's 
check on his local bank because he is not certain that Brown ha= a 
deposit there, or because the creditor in New York cannot cadi a 
check on a country bank without paying an exchange fee. Brown 
therefore buys a draft drawn by his local bank on it- deporit in a 
Chicago bank, paying for it in cash or by a check payable to 1)5= 
bank, and sends the draft to his creditor. When Brown buys the 
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bank draft, he may, as a precautionary measure, have it made paya- 
ble to himself rather than to his creditor, and then endorse it to the 
creditor, if the draft is made payable to the creditor and becomes 
detached from the remittance letter, the creditor may be unable to 
determine from whom he received it. 


FIRST STATE BANK 

No i 37 , 

Farmineton Iowa. September 22, Jn -- 

Pav to th. r of Joh " Br °” n 

§300 00 

Three Hundred no/100 — - - - - - - 


Douglas national Bank f 

(7. 

7 

Chicago, Illinois 

Cashier 


Bank Draft 


When Brown buys the draft from his bank, he may be required 
to pay the bank a small exchange fee for the service Such a fee is 
charged to Collection and Exchange. 

Cashier’s check. A cashier’s check is a check drawn by a bank 
against itself. 



To illustrate the use of the cashier’s check, assume that Brown 
lived in Chicago instead of in an Iowa village. The creditor might 
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still bo unwilling to accept Brown's personal check for fear it would 
prove worthless; but a cashier's check drawn by a Chicago bank 
against itself would usually be as acceptable to the creditor as a draft 
drawn by the Chicago bank against a deposit in a New York bank, 
because it wmuld not be subject to the deduction of a charge for an 
exchange fee. 

Two-Party Commercial Bills 

Two-party sight draft. In the following sight draft, the same 
party (J. K. Graf & Co.) is both drawer and payee. 

slOO.OO Chicago, Illinois, July 20, 19 " 

At sight Pay to the order of OURSELVES 


One Hundred-no/100 Dollars 

•p G C. V. Olander 

Decatur, Illinois. 


/ L 

Two-Party Sight Draft 

Although the drawee is ordered by the drawer to pay the draft 
immediately upon presentation to him by the payee, he is under 
no obligation to do so unless he has agreed in advance to honor 
the draft. 

Two-party sight draft for collection of an account. Two-party 
sight drafts are sometimes used in an attempt to obtain collection of 
a past-due account. To illustrate, assume that Olander owes 
Graf Co. $100.00 on open account and pays no attention to letters 
requesting payment. Graf & Co. draw the above draft, endorse it as 
follows; 

Pay to the order of 
First National Dank of Chicago 
For Collection 
J. K. Graf & Co. 

and leave it with the First National Bank. This bank in turn en- 
dorses it to some bank in Decatur, preferably the bank in whi<-h 
Olander keeps his account. The Decatur bank then presents it to 
Olander tor payment. Although Olander is under no greater oblige- 
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tion to pay the draft than he is to respond to the collection letters, 
he may do so in order to preserve a good credit standing with ln« 
bank 

If Olander pays the draft to his local bank, that bank will remit 
the proceeds to the First National Bank of Chicago, after deduction 
of a collection fee The Chicago bank may also charge a collection 
fee 

The entries to be made by the two parties to a sight draft drawn 
for purposes of the collection of an account receivable are illus- 
trated below 


Sequence of Entries* 

July SO — Draft draun by Graf d, Co 

Graf L Co should make no entry at the time of drawing the draft since 
the draft may not be collected If it is not collected, no entry of any 
kind will be made 

July $2 — Draft presented to Olander by Decatur bank 
If Olander refuses to pay the draft when it is presented to him he will make 
no entry If he paj s the bank the amount of the draft, he w ill make the 
following entry 

J R Graf <fc Co 
Cash 

Payment of sight draft 

July S3 — Proceeds credited by Chicago bank to Graf <L Co 
When Graf Co receive notice from the Chicago bank that the draft has 
been collected and that the proceeds (after deduction of S 30 collection 
fees charged by the Decatur and Chicago banks for their services) have 
been credited to their account, they will make the following entry 

Cash 99 70 

CoUectun and Lt change 30 

C t Olander 100 00 

Proceeds of sight draft 

Two-party sight draft for COD. shipment When the seller 
of merchandise which is to be shipped by freight wishes to make the 
sale onCOD terms, he may obtain an order bill of lading from the 
railroad When an order bill of lading is used, the purchaser cannot 
obtain the merchandise from the carrier without presenting the bill 
of lading 


* Illustrative entries throughout this chapter are given in general journal form for 
simplicity 


100 00 

10000 
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The seller attaches the bill of lading to a sight draft payable to 
himself. lie endorses the bill of lading and the draft, anil leaves 
them with his bank. The bank sends the draft, with bill of lading 
attached, to a bank in the purchaser’s city: this bank notifies the 
purchaser that it holds the sight draft and the bill of lading. The 
purchaser goes to the bank, pays the draft, and obtains the bill of 
lading. The bank returns the proceeds to the shipper’s bank, which 
credits the shipper’s account. Either or both of the banks may 
charge a collection fee. 

C.O.D. shipments may be made by freight without using a sight 
draft and order bill of lading, since railroads will undertake to collect 
the amount of the invoice from the purchaser of the goods and remit 
che money to the seller. 


Sequence of Entries 

August 12 — Wheeler A Co, sell merchandise to James Kent, term’; sight draft 
with hill of lading attached. 

Wheeler & Co. make the following entry: 

James Kent. 500 00 

Sales 500 00 

Sale to Kent, terms, sight draft with bill of lading 
attached. 

August Ilf — Kent is notified by the railroad (hat (he goods haic been rccciicd, 
and he is notified by the bank (hat (he sight draft has been re- 
ceived. He goes to the bank, pays the draft, and rccch cs (he bill 
of lading; he presents the bill of lading to the railroad and re- 
echos the machandi^c. 


James Kent makes the following entries: 

Purchases 500 00 

Wheeler &. Co 500 00 

Purchase of merchandise, term.', s/d, b/1 (meaning 
sight draft w ith bill of Lading). 

Wheeler & Co . 500 00 

Cash . *>00 00 

Payment of sight drift 

August lo — Wheeler A Co. arc notified by their bank that the draft on Kent 
has been collected, and that the proceeds, S-W9A0, have been 
credited lo their account. 


Wheeler & Co. make the following entry; 

Casli 

Collection and Kxehinge 
Janie-- Kent . .. 

Receipt of proceed' of draft 


. ... 490 50 
.50 

500 00 
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Two-party time draft. Ateo party time draft is illustrated 
below 


fl-OO 00 Chicago Illinois, Jul y 20 • 19‘J 

Thirty days after date Pay to the order o{ OURSELVES 


One Hundred-no/100 — - - Dollars 

To George Hill 

Freeport Illinois 


Two-Party Time Draft 

Acceptance. A time draft should be presented to the drawee to 
obtain his agreement to pay it at maturity This agreement is 
called acceptance of the draft and is expressed by writing across the 
face of the draft 

Accepted 

(Drawee s signature) 

After a time draft has been accepted by the drawee, it is called an 
acceptance Thus the word acceptance has two meanings the act of 
accepting, and an accepted draft 

Time drafts may be payable 

(1) A certain period after the date of the paper, in such cases 
the time is expressed thus 

“Thirty days after date, pay to the order of (etc ) ” 

A draft drawn on June 15, payable thirty days after date, 
will be due on July 15, regardless of the date on which it is 
accepted “Since the date oi acceptance has no hearing on 
the maturity of the draft, the date of acceptance need not 
be shown 

(2) A certain period after the date when the draft is accepted 
by the drawee, the tune may be expressed thus 

“Thirty days after sight, pay to the order of (etc ),” or 
“At thirty days’ sight, pay to the order of (etc ) ’’ 

A draft drawn on June 15, payable thirty days after sight, 
and accepted on June 20, will be due on July 20 Since 
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the date of acceptance of such a draft determines the date 
of its maturity, the date of acceptance should be shown, 
thus: 


Accepted 
June 20, 10 — 

(Drawee’s signature) 

Accounts with notes and acceptances. An accepted time draft, 
like a promissory note, is a debtor’s written agreement to pay a cer- 
tain sum of money at a fixed or determinable future date. There- 
fore, most accountants record acceptances receivable in the Notes 
Receivable account, and acceptances payable in the Notes Payable 
account. 

Although a few accountants prefer to keep separate accounts 
with Notes Receivable and Acceptances Receivable, and separate 
accounts with Notes Payable and Acceptances Payable, this distinc- 
tion is usually considered unnecessary. 

Two-party time draft for collection purposes. Two-party time 
drafts arc occasionally used to reduce a past-due account to a written 
promise to pay. If a debtor will not pay his account, he may con- 
sent to give a promissory note or accept a time draft. If a time draft 
is used, it is drawn by the creditor and sent to the debtor for ac- 
ceptance. 

If the debtor accepts the draft, the following entries arc made by 
the two parties: 

Drawee’s journal entry: 

Creditor’s name 

Notes Payable 

To record acceptance of draft 


100.00 

100.00 


Drawer's journal entry: 

Notes Receivable 100.00 

Debtor's name . . 100.00 

To record receipt of acceptance. 

Two-party time draft per terms of sale. Sometimes the terms 
of sale require the purchaser of merchandise to accept a time draft 
for the amount of the invoice. Tliis is desirable from the seller's 
standpoint for two reasons: first, the debtor’s obligation is reduced 
to writing and has a definite maturity: second, the seller can dis- 
count the acceptance. 

If the purchaser has established a credit standing with the seller, 
the merchandise is shipped on a straight bill of lading and the draft 
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is seat to the purchaser for acceptance. To assure obtaining ac- 
ceptance of the draft before delivery of the goods, a draft with an 
order bill of lading attached may be sent to a bank in the pur- 
chaser’s city. The purchaser must accept the draft before the bank 
will release the bill of lading. 


Sequence of Entries 
Seller’s entry at time of sale 

Customer’s name 300 00 

Sales . 30000 

Bale of merchandise, terms, 30-day acceptance 


Purchaser’s entry at lime of receipt of goods and acceptance of 
draft 


Purchase* 300 00 

Creditor's name 300 00 

Purchase of merchandise, terms, draft due 30 days after 
sight 

Creditor’s name 300 00 

Notes Payable 300 00 

Acceptance nf 30-day draft for amount of purchase to- 
day 


Seller’s entry when acceptance ts received 

Notes Receivable 300 00 

Customer's name 300 00 

Acceptance received 


A time draft drawn by the seller on the purchaser of goods sold, 
accepted by such purchaser, and bearing on its face the evidence 
that the draft arose from a sale of merchandise, is called a trade ac- 
ceptance. 


! 






SKSSSi 

1 - 

f 

MmamssB' 


IV oShfonoo of d* occcpcor Wrof iri 


•ftilpoi 



U 







1 



















Trade Acceptance 






Ch. 14] 


BILLS OF EXCHANGE 


197 

Trade acceptances are used in connection with transactions of 
the nature just described. 

Three-Party Commercial Bills 

Three-party sight draft. The following is an illustration of a 
three-party sight draft: 

$ 100.00 
At sight 
C. H Dawson 

One Hundred-no/100 

Value received, and charge to the account of 
/j- 0 D. B. Perkins 

San Francisco, California 


Three-Parti' Sight Draft 

To illustrate the use of such a draft, assume that: 

Perkins (living in San Francisco) 

owed $100.00 to 
Luther (living in Cliicago) 

who owed $100.00 to 
Dawson (living in San Francisco). 

Luther drew a draft ordering Perkins to pay Dawson; if the pay- 
ment was made, both debts were settled by one transfer of money 
in San Francisco, without the transfer of funds from San Francisco 
to Chicago, and back again. 

In the early days, before the development of bank facilities, such 
drafts were not infrequently used, particularly when the drawee 
and the payee lived in the same city and a considerable distance 
from the drawer. With the bank facilities which are now generally 
available for the transfer of funds, such drafts are rarely used. 
Perkins would probably send a check to Luther, and Luther would 
send one to Dawson. 

The entries of the three parties are shown below: 

When Luther draws the draft and sends it to Dawson: 

Although Luther does not know that the draft will be paid, 
he makes the entry shown on page 19S on the assumption 
that it wiUbe paid. 



Chicago, 111., July 15, 19-- 

Pay to the order of 
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C H. Dawson 100 00 

D B Perkins 100 00 

Sight draft drawn on Perkins in fas or of Dawson. 

Luther makes this entry because he is not sure that either 
part} will notifj him if the draft is paid, but he can be sure 
that Dawson will notifj him if Perkin-? refuses to pay it 
If Dawson does so notifj him, Luther will reverse the enfrj 

If Dawson colled* the draft from Per } ins 

Dawson will make the following entrj 

Cash 100 00 

E G Lutber 10000 

Collected from D B Perkins the draft drawn by Luther 

Perkins will make the following entrj 

E.G Luther 100 00 

Cash 10000 

Paid C H. Dawson the draft drawn by Luther 

If Dawson fails to collect the draft from Perhns 
No entrr will be made bj Dawson or Perkins Dawson will 
notifj Luther of the failure to make the collection, and 
Luther will make the following entry 

D B Perkins 100 00 

C IL Dawson 10000 

To reverse entry trad- when draft was drawn on Perkins 
m favor of Dawson. Perkins refused to pay the draft. 

Three-party time drafts Three-party time drafts are also nearly 
obsolete To illustrate the entries incident to their use, assume that 
the three-partj draft used as the basis of the preceding illustration 
had been drawn to mature 30 daj's after date 


When Luther draws the draft and sends it to Dawson 

Luther wiif make the following entrj 

C Hi Dawson 100 00 

D B Perkins 

Drew 30-day draft on Perkinr, favor of Dawson. 

If Perhns accepts the draft 
Dawson will make the following entry 

■Notes Receivable 100 IX) 

E. G Dither 

D B Perkins accepted 30-dav draft drawn by E. G 
Luther 
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Perkins will make the following entry if he accepts the draft 
drawn by Luther: 

E. G. Luther 100.00 

Kotos Payable 100.00 

Accepted 30-day draft drawn by E. G. Luther, favor of 
C. II. Dawson. 


If Perkins refuses to accept the draft: 

No entrj r will be made by Dawson or Perkins. Dawson will 
notify Luther that Perkins refused to accept the draft, and 
Luther will reverse the entry' he made when he drew the 
draft. 

TF/ten Perkins pays Dawson: 

Dawson will make the following entry': 

Cash 100.00 

Kotes Receivable .. . ... 100.00 

Collected draft drawn by E. G. Luther on D. B. Perkins. 

And Perkins will make the following entry': 

Kotes Payable 100.00 

Cash 100.00 

Taid draft drawn by E. G. Luther, favor of C. II. Daw- 
son. 

Discounting acceptances receivable. Acceptances receivable 
may be discounted in the same manner that notes receivable are dis- 
counted. To illustrate the discounting of an acceptance receivable, 
assume the following facts: 

On July 10 we sold merchandise to J. If. Gorham, for SGOO.OO. 

In accordance with the terms of the sale, we drew a 30-day 
draft, dated July 10, on Gorham for the amount of the in- 
voice. Gorham accepted the draft. 

On July 14 avc discounted the acceptance at the bank. The 
discount rate was Gf c > find the proceeds received from the 
bank were ?o97.40. 

Our entry' to record the discounting of the acceptance receiv- 
able is: 


Cash 307.10 

Intercut Expen-e . 2 W 

Kotc< Ilecoivable Di-counfod WO O') 


Discounted Gorham acceptance. 
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Registers 

Notes receivable register. If many notes and acceptances are 
received, it is desirable to keep a supplementary record called a 
Notes Receivable Register, where spaces are provided for more de- 
tailed information about the notes and acceptances than can be 
entered in the Explanation columns of the Notes Receivable account 
This register is a supplementary book, the entries in it do not take 
the place of those in the journal and the ledger, but details can be 
omitted from the Explanation columns of the ledger account 

An illustration is presented below It shows (1) the illustrative 
transactions, (2) the entries (in journal form) to record them, (3) the 
accounts, and (4) the notes receivable register 

Peterson note 

On May 12, a 30 day, non interest note for SI, 000 00, dated 
May 12, payable at our office, was received from 0 B 
Peterson, to apply on account 

Notes Receivable 
O B Peterson 

On June 11, the note was collected 

Cash 1,000 00 

Notes Receivable 1,000 00 


1,000 00 

1,00000 


Smith note 

On May 21, a 60-day, 6% note for 81,50 0 00, dated May 20, 
payable at the State Bank, was received from H D Smith 
to apply on account 

Notes Receivable 1,500 00 

H D Smith 150000 

On July 19, when the note matured, the maker dishonored it, 
and it was charged back to his account 


H D Smith 

Notes Receivable 
Interest Income 


1,515 00 

150000 

1500 


On July 21, Smith paid us S315 00 in cash, and gave us a new 
6% note, payable m three months at our office, for §1,200 00 


Cash 

H. D Smith 


31500 

31500 

1 200 00 


Notes Receivable 
H. D Smith 


1,200 00 
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Norton acceptance: 

On July 24, we drew a $900.00 draft on Henry Norton, pay- 
able GO days after date. Norton accepted the draft, and 
returned it to us. We received it on July 25. 

Notes Receivable • 900.00 

Henry Norton 900.00 

The acceptance has not 3-et matured. 

Dudley note: 

On July 26, a $500.00 non-interest note dated July 23, due in 
GO days, payable at our office, was received from Frank 
Dudley to apply on account. 

Notes Receivable 500.00 

Frank Dudley . . 500.00 

On July 29, this note was discounted at the State Bank; the 
discount rate was G%, the discount period was 54 days, and 
the discount was $4.50. 


Cash 495.50 

Interest Expense 4.50 

Notes Receivable Discounted 500.00 


Forbes note: 

On August 23, Kenneth Armstrong offered to transfer to us a 
note for $3,000.00 signed by Henry Forbes, payable to Arm- 
strong, dated August 11, due in GO days without interest. 
We agreed to take the note at its discounted value; discount 
rate, 6%. 

Notes Receivable 

Interest Income 

Kenneth Armstrong 

Tins acceptance has not matured. 

Link acceptance: 

On September 3, G. S. Wilson drew a draft for $500.00 on 
David Link, payable to us 30 days after sight. We pre- 
sented the draft to Link on September 5, and lie accepted it. 

Notes Receivable 500.00 

G. S. Wilson 300.00 

Although the acceptance is payable by Link, we credit H ilson 
because it was Wilson who was indebted to us, and Link is 
making the payment for Wilson. 


3,000.00 

24.00 

2,970.00 
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The Notes Receivable and Notes Receivable Discounted ac- 
ounts appear as follows 



Notes Receivable Discounted 

I I I 


The notes recen able register appears on page 203 The letters 
the first column indicate whether the paper is a note or an accept- 
lce The letters J, F, M, and so forth at the head of the narrow 
ilumns indicate months of maturity, and the numbers in these 
lumns indicate the dates of maturity 

The Notes Receivable account has a deb t balance of $0,100 00 
his balance is the total of the last five notes and acceptances in the 
gister 

The Notes Receivable Discounted account has a credit balance of 
00 00, the face of the Dudley discounted note 

Notes payable register An illustration of notes and ac- 
ptances payable transactions is presented below 

Bank loan 

On March 1, we discounted at the First National Bank our 
60 day note for $5 000 00 discount rate 6% 

Cash 4 950 00 

Interest Expense 60 00 

Notes Payable 5 000 00 

Slocum, acceptance 

On March 10 we accepted a 30-day sight draft for SI, 150 00, 
drawn by Frank Slocum on March 9, payable at his office 

Frank Slocum 115000 

Notes Payable 1,150 00 

On April 9, the acceptance was paid 

1 150 00 


Notes I’aj&hle 
Cash 


1,150 00 
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Bailey note: 

On March 17, we gave George Bailey a 6%, two-month note 
for $750 00. 

George Bailej 

Notes Payable 

Lee acceptance 

On March 24, Louis Bennett drew a 30-day sight draft on us, 
payable to William Lee, for $1,000.00 We accepted the 
draft on March 26. 

Louis Bennett 1,000 00 

Notes Paj able 1,000 00 

The Notes Payable account appears below. 


750 00 

75000 


Notes Payable 


9 

j 1,15 o[ooJ\1m] 

l 


5,000 

I 

I 1 ! 

10 


1,150 


' 1 

17f 


750 

1 1 

i 1 I 

25) 


1,000 


The notes payable register appears on page 203. 
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CHAPTER 15 

The Voucher System 

Purposes of the voucher system. The voucher system involves 
the use of: 

Vouchers. 

A voucher register. 

A check register. 

A voucher used in connection with a voucher system is a docu- 
ment which must be prepared before a check can be drawn to make 
a cash disbursement, and which serves the very desirable purpose of 
providing safeguards against improper and unauthorized disburse- 
ments. In a small business the proprietor may sign all the checks: 
before signing a check, he can satisfy himself that the disbursement 
is a proper one. In large businesses this work must be delegated to 
others, and the system of office procedure and internal control should 
be such as to give assurance that responsible employees have satis- 
fied themselves as to the propriety of each disbursement : also there 
should be documents supporting the disbursements to indicate 
what member of the organization satisfied himself of the propriety 
of the disbursement and approved it. A voucher is such a docu- 
ment; it contains spaces for the initials or signatures of the various 
persons who checked the invoices or other papers related to the 
transaction and who authorized the disbursement. 

The voucher register is a book of original entry with numerous 
columns which provide many of the advantages of the columnar 
books of original entry discussed in preceding chapters. As will be 
explained in this chapter, the voucher register also serves the pur- 
poses of a subsidiary accounts payable ledger: therefore, it has the 
added advantage of saving labor by eliminating postings to such a 
ledger. 

The check register is a cash disbursements book under another 
name. Because the voucher register contains numerous columns 
for accounts to be debited for expenditures, the check register is 
usually a very simple book, with few columns. 

Voucher system routine. The operation of a voucher system 
involves the following steps: 

(1) Preparing the voucher, 

(2) Recording the voucher in the voucher register. 
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(3) Filing the \ouchcr until the date of payment, if payment is 

to be made at a later date. 

(4) Paying the voucher 

(5) Recording the payment 

(6) Filing the paid voucher 

(1) Preparing the voucher Chapter 5 contains a description of 
the method of checking invoices received from creditors (See 
pages 55 and 56 ) If a voucher system is in use, the checking of the 
invoice is followed by the preparation of a voucher. The face and 
back of a voucher are illustrated on page 207 

The steps in the preparation of this voucher were as follows 

(a) A voucher clerk typed the information shown on the face of 

the voucher and in the Summary section on the back of 
the voucher 

(b) The voucher clerk attached to the face of the voucher the 

invoice and any other documents related to the transac- 
tion He then sent the voucher to the controller 

(c) The controller examined the voucher and the documents 

attached to it, and assured himself that the checking of 
the invoice, as described in Chapter 5, had been performed, 
and that R E Johnson & Company actually owed the 
amount of the voucher His signature on the voucher 
indicates that he made this examination 

(d) The face of the voucher indicates that merchandise was 

purchased and that a liability of S270 00 was incurred 
These facts had to be recorded In a large business, much 
of the work may be done by assistant bookkeepers who 
must be told what accounts to debit and credit There- 
fore, the back of the \oucher may be printed with the 
names of accounts most frequently debited, and blank 
lines may be left on which to write the names of other ac- 
counts which may bo debited Before the voucher was 
given to the assistant bookkeeper to be recorded, the head 
bookkeeper (or some other employee competent to do so) 
filled in the Distribution section on the back of the voucher 
to indicate the debit to be made by the assistant book- 
keeper The name of the account to be credited is not 
stated on the back of the voucher, because all credits are 
made to a liability account called Vouchers Payable^ 

(2) Recording the voucher When a voucher system is used, all 
vouchers are recorded in a special book of original entry called a 
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R. E. JOHNSON & COMPANY 

3913 North Western Avenue 
Chicago, Illinois 

Payee Osborne Company, 

Voucher No. 

Da f e July 6 , 19 - - 

Terms 1 / 10 >' n / 50 
rw July 12 

215 West Canal Street, 



Chicago, Illinois 

Check No. 


1 


Invoice Date 

Invoice No. 

Amount 

July 3, 19— 

2397 


270.00 

Cash Discount 



2.70 

Net 



£67.30 


Approved 6.{Z(DZo(MaJ Passed for Payment 

& Controller Treasurer 


Face of Voucher 


Distribution 

Summary 


VntirTif»r Kn, 2693 . 


Dntn July 6 , 19- 


Date Due July 12, 19-- 


Advertising 

Pnt^ Pnid ------ 

'p V/% 

Deliver}* Expense 


CJ 

Z Amount of rJirrlr . 


vj 

2 Ta Ike Os'oorne Company, 


Officers balanes 

.2 215 VT. Canal Street, 

Stationer.' & Printing . . 

U 

.= Chicago, Illinois. 


0 , . 270.00 

> Amount 

Discount 

267.30 

Nc 





Total 2.70.00 



Back of Voucher 
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toucher register The illustration on page 209 shows how the voucher 
on page 207 was recorded in a voucher register 

Note the following facts with respect to the voucher register 

Numerous explanatory columns are provided at the left for 
miscellaneous information about the transactions 
The Vouchers Payable column is a credit column, the amount 
of each voucher is recorded in this column, and the column 
total is posted at the end of the month to the credit of the 
controlling account with Vouchers Payable The Vouchers 
Payable account is the Accounts Payable controlling account 
under a slightly different name 
All the other columns are debit columns Special columns are 
provided for all accounts frequently debited (Later illus- 
trations contain many more special columns ) Debits to 
accounts for which special columns are not provided are 
recorded by entries in the Sundry Accounts debit section at 
the nght of the register where space is provided to write 
the names of the accounts debited as well as the amounts 

The entry in the voucher register debits Purchases and credits 
Vouchers Payable 

(3) Filing the voucher until payment After the voucher was 
recorded m the voucher register it was folded (at the line indicated 
in the illustration on page 207, of the back of the voucher and with 
the documents inside) and was filed in a tickler A tickler is a file 
divided into sections by months, subdivided by days 

The illustrative voucher shows that a 1% discount can be taken 
if payment is made within 10 days from the date of the invoice It 
also shows (on the Date Due line) the date when payment should be 
made so that the remittance will reach the creditor in time to justify 
taking the discount This date is July 12 Therefore, the voucher 
is filed in the July 12 space of the tickler, so that it will receive 
attention on that date 

You can now see the purpose of the Summary section on the back 
of the voucher This section shows most of the important facts 
relative to the v oucher The v oucher is filed with this section facing 
to the front, anyone looking through the voucher file for a particular 
voucher can locate it without being obliged to open the vouchers to 
read from the face 

(4) Paying the voucher On July 12 the voucher was taken from 
the tickler and sent to the treasurer for approval of payment The 
treasurer examined the documents, and authorized the payment by 
sig nin g the voucher on the line “Passed for payment ” The cashier 
then performed the operations stated on page 210 
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The cashier 

(a) Drew a check 

(b) Entered in the Summary section (on the back of the 

voucher) the date of payment, the number of the check, 
and the amount of the check 

(c) Sent the check to the creditor 

(d) Sent the \oucher to the bookkeeper, for recording of pay- 

ment 

(5) Recording the payment The notations made by the cashier 
in the Summary section on the back of the voucher (on the lines for 
Date Patd, Check No , and Amount of Check) furnished the book 
keeper with all the information that he required to record the pay- 
ment The recording of the payment included 

(a) Making an entry in a check register 

The check register on page 211 shows how the payment was 
recorded Observe that the entry shows the number of 
the check issued and the number of the voucher paid 
Vouchers Payable account is debited, and Discount on 
Purchases and Cash are credited 

(b) Writing notations in the Date Paid and Check No columns 

of the voucher register Obser\c the notations in these 
columns in the voucher register on page 211 

(6) riling the paid voucher After the entry was made in the 
check register and the notations were made m the voucher register, 
the voucher was filed in a paid voucher file Paid vouchers usually 
are filed in numerical order, so that they can be found easily 

Since each voucher is signed by persons having authority to 
approve the expenditure, and has attached to it the creditors in- 
voice and any other supporting documents, it furnishes evidence of 
the propriety of the entries m the voucher and check registers 

Vouchers for immediate disbursements The preceding dis- 
cussion shows the procedure to be followed if some time elapses 
between the drawing of the voucher and its payment The pro 
ccdure is exactly the same for transactions involving the immediate 
payment of the voucher except that step 3 (the fifing of the % oucher 
in a tickler to await the payment date) is omitted The other steps 
are 

Preparing the voucher 

Recording the voucher in the voucher register. 

Paying the \ oucher 

Recording the payment 

Filing the paid voucher 
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You may wonder why an entry is made in the voucher register 
with a credit to Vouchers Payable (a liability account) when pay- 
ment is made immediately The reason is When a voucher system 
is in operation, no check can be drawn without a supporting voucher 
and each voucher must be recorded, the credit to the Vouchers 
Payable account in the \oucher register is immediately offset by a 
debit to Vouchers Payable m the check register 

Extended illustration A voucher register and a check register, 
containing the record of a month s transactions, appear on pages 214, 
215, and 216 To provide a large number of distributive debit 
columns, the voucher register extends across two facing pages (In 
the illustration, the left page is printed above the nght page ) 

You should observe how these transactions are recorded in the 
voucher register and the check register 


Summary of August Transactions and Entries 
Aug 1 — Received merchandise from Barnard d. Co 

Vouches Registeb Check Register 

Purchases (Later) 

Vouchers Payable 


3 — Paid freight on merchandise purchased 

Voucher Register Check Register 

Freight In Vouchers Payable 

Vouchers Payable Cash 

The date paid and check number are entered in the voucher 
register (This should be done each time a voucher is paid.) 


4 — Paid Daily News for advertising 


Voucher Registep 
Advert isrng 
Vouchers Payable 


Check Register 
Vouchers Payable 
Cash 


4 — Paid freight 

Vo l ciier Register Check Register 

Freight In Vouchers Payable 

Freight Out Cash 

Vouchers Payable 


6 — Paid Dav is Supply Co for office supplies and stationery 
Voucher Register Check Register 

Office Supplies Vouchers Payable 

Stationery and Printing Cash 

Vouchers Payable 
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/ Paid G. E. Wilson for note and interest: 

Voucher Register Check Register 

Notes Payable Vouchers Payable 

Interest Expense Cash 

Vouchers Payable 

The debit to Notes Payable was entered in the Sundry Accounts 
section. 

S — Paid Barnard & Co. voucher 1 : 

Voucher Register Check Register 

(Notations in Date Paid and Vouchers Payable 
Check Number columns) Discount on Purchases 

Cash 

10 — Received merchandise from L. N. Whitely: 


Voucher Register 
Purchases 
Vouchers Pavable 


Check Register 
(Later) 


15 — Paid store rent for the month: 

Voucher Register Check Register 

Store Rent Vouchers Payable 

Vouchers Payable Cash 

The debit was entered in the Sundry Accounts columns. 


17 — Received merchandise from F. R. Mason & Co. : 


Voucher Register 
Purchases 
Vouchers Pavable 


Check Register 
(Later) 


19 — Paid L. N. Whitely voucher 7 : 

Voucher Register Check Register 

(Notations in Date Paid and Vouchers Payable 
Check Number columns.) Discount on Purchases 


23 — Paid Acme Garage for August rent: 

Voucher Register Check Register 

Delivery Expense Vouchers Payable 

Vouchers Payable Cash 

26 — Received merchandise from George Martin: 

Voucher Register Check Register 


Voucher Register 
Purchases 
Vouchers Pavable 


(Not paid in August) 
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You should understand that the illustration on these two pages represents two wide 
facing sheets of a voucher register The left Bide of the register appears at the top of 
pages 214 and 215 The right side of the register appears at the bottom of the two pages 


Left page 
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Voucher 
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26 — Paid F R Mason & Co voucher 9: 


Voucher Register 
(Notations in Date Paid and 
Check Number columns ) 


Check Register 
Vouchers Payable 
Discount on Purchases 
Cash 


28 — Purchased postage stamps 
Voucher Register 
Postage 

Vouchers Payable 


Check Register 
Vouchers Payable 
Cash 


30 — Received merchandise from Dalton <fc Doane 


Voucher Register 
Purchases 
Vouchers Payable 


Check Register 
(Not paid in August) 


31 — Paid salaries for the month 

Voucher Register Check Register 

Salesmen’s Salaries Voucher*, Payable 

Delivery Expense Cash 

Office Salaries 
Officers’ Salaries 
Vouchers Payable 


The foregoing transactions are recorded in the voucher register 
on pages 214 and 215, and in the following check registei. 


Check Register 


Check 

No 

Date 

Payee 

Voucher 

No 

Debit 

Vouchers 

Payable 

Credit 

Discount 
on Pur- 
chases 

Cash 


19 1 









1 


5 

CNWHy 

2 

11 

0( 



! is 

00 

2 


' 4 

Daily News 

3 

151 

oc 



154 

00 

3 


4 

CNWEy 

4 

35 

JO 



35 

00 

4 


5 

Davis Supply Co 

5 

105 

)0 



10500 

5 


7 

G E Wilson 

6 

1,005 

X> 



1,005 00 

6 


8 

Barnard & Co 

1 

1,500 

00 

30 

X 

1,470 00 

7 


15 

B N Haines 

8 

200 

00 



200 

X) 

8 


19 

L N Whitely 

7 

3,500 

)0 

35 

JO 

3,465 

00 

9 


23 

Acme Garage 

10 

25 

00 



25 

oo 

10 


26 

F. It Mason A Co 

9 

2,600 

)0 

52 

JO 

2,548 


11 


28 

Postmaster 

12 

25 

X) 



25 

X) 

12 


31 

Payroll 

11 

850 

00 



850 

00 






10 013 

00 

117 

00 

9,890 

00 






(U) 


(71) 


(1) 
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Posting from the voucher register. The entries in the Sundry 
Accounts debit section should be posted during the month. At the 
end of the month, the columns of the voucher register are footed. 
The total of the footings of the debit columns should be compared 
with the footing of the Vouchers Payable credit column to see that 
the debits and the credits in the voucher register are equal. Post- 
ings are then made as follows : 

Credit: Vouchers Payable — column total. 

Debits: Totals of all special debit columns. 

Posting from the check register. At the end of the month, the 
columns of the check register are footed, and the total of the Vouch- 
ers Payable debit column is compared with the sum of the totals of 
the two credit columns (Discount on Purchases and Cash). Post- 
ings are then made as follows : 

Debit: Vouchers Payable — column total. 

Credits: Discount on Purchases — column total. 

Cash — column total. 

Use the letters Ch R in the ledger accounts to indicate postings 
from the check register. 

Elimination of accounts payable ledger. When a voucher sys- 
tem is in use, a subsidiary ledger with accounts payable is not re- 
quired; the individual liabilities at any date can be determined by 
merely noting the unpaid items in the voucher register. To illus- 
trate, posting the totals of the Vouchers Payable column in the 
voucher register and the Vouchers Payable column in the check 
register will produce the following controlling account: 


Vouchers Payable 


1S>— 

Aug. 31} iChRl 


| ! l9— 

10,013'00]Aug. 31 


YRl 2 13,63S;00 


This account has a credit balance of $3,625.00. The individual 
liabilities making up this total are the items in the voucher register 
which have no notations in the Date Paid and the Check Number 
columns. 

A schedule of the unpaid vouchers can be prepared as follows: 


Schedule of Vouchers Payable 
August 31, 19 — 


Voucher 

No. 


Payee 


II George Martin. . 
13 Dalton A Doano 
Total 


Amount 

1 . 730.00 

1.575.00 

3.023.00 
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Some companies like to be able to determine the purchases made 
from each creditor This can be done by keeping a file, with a card 
for each creditor, on which are listed the date and the number of 
each voucher payable to him Such a card might appear as follows 







E59I 














m i 









iSHsiM 




This card can be referred to when it is desired to determine the 
numbers of the vouchers payable to each creditor, and the vouchers 
can be obtained from the file 

Or, carbon copies of all vouchers may be made, and carbon 
copies of the vouchers payable to each payee may be filed together 
Partial payments If, when an invoice is received, it is known 
that it will be paid in installments, a separate voucher should be 
made and recorded for each installment If installment payments 
are decided upon after one voucher for the entire invoice has been 
made and recorded, a new voucher for each installment must be 
prepared and recorded 

To illustrate, assume that voucher number 200 was prepared on 
July 7 in the amount of $2,000 00, and recorded as shown in the 
voucher register on page 219 On July 20 it was decided to make an 
installment payment of $500 00 two new vouchers, numbers 255 
and 256, were prepared and recorded in the register with a notation, 
"See voucher 200 ' in the Explanation column the credits were re-i 
corded in the Vouchers Payable column, the debit was also to thel 
Vouchers Payable account, and it was entered in the Sundry Ac 
counts debit section A notation, ‘ See 255 and 256 ' was made in 
the Date Paid and Check Number columns of the voucher register 
on the line for voucher 200, thus indicating how the liability on 
voucher 200 was cancelled A check (number 945) was drawn in 
payment of \ oucher 255 it was recorded in the check register, and 
the date of payment and the check number were recorded in the 
\ oucher register on the lme for voucher 255 

The voucher register and the check register are shown on page 219 
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Returned purchases and allowances. Assume that a purchase 
of merchandise costing $500.00 was made from Keith & Co. on 
November 5, and that voucher No. 2324 was prepared and recorded 
in the voucher register. Some of the merchandise was returned, 
and a credit memorandum (number 239) for $45 00 was received on 
November 9. A journal entiy was made as follows: 

Nov 9 — Vouchers Payable (No 2321) 45 qq 

Returned Purchases and Allowances 45 00 

Credit memo No 239. 

This entry was posted to the two accounts affected in the general 
ledger. In addition, a memorandum notation was made in the Re- 
marks column of the voucher register on the Une for voucher 2324: 
“See journal entry for return, Nov. 9 ” Also, a notation was made 
on the face of the voucher, so that, when it is taken out of the tickler 
for payment, the cashier will draw a check for only the net amount. 

If there are enough returns and allowances to warrant it, a re- 
turned purchases and allowances book may be used. The entry in 
such a book would be made as follows: 


Returned Purchases and Allowances Book 


Date 

Name 

Explanation 

Voucher 

No 

Amount 

10 — j 

Nov) 9 

, Kejth & Co 

Cr Memo 239 

2324 

45)00 


Notations should be made in the Remarks column of the voucher 
register and on the face of the voucher, as described in connection 
with a journal entry. 

Notes payable. Several methods are available for dealing with 
notes payable issued for merchandise or other purchases. The fol- 
lowing method will usually be found satisfactory: 

(1) Record the purchase m the usual way m the voucher register, 

debiting Purchases (or another appropriate account) and 
crediting Vouchers Payable. 

(2) Make a journal entry for the issuance of the note, debiting 

Vouchers Payable and crediting Notes Payable. In the 
voucher register, indicate the issuance of the note by a 
memorandum, “Canceled by note,” in the Check Num- 
ber column. 

(3) At the maturity of the note, make a new voucher and record 

it in the voucher register, debiting Notes Payable and 
crediting Vouchers Payable. 

(4) Record the payment of the note by an entry in the check 

register, debiting Vouchers Payable and crediting Cash. 
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Journal entries charging Vouchers Payable should show the 
number of the voucher, thus : 

Vouchers Payable (No. 3) 

Notes Payable 

Exchange charges. If, at the time a voucher is drawn and 
recorded, it is known that the payment will be made by a bank draft 
or in some other manner which will involve an exchange charge, the 
voucher may be made for the full amount of the disbursement, in- 
cluding the exchange, and Collection and Exchange can be debited 
either in a special column of the voucher register or in the Sundry 
Accounts section. 

If the exchange charge is not known until the disbursement is 
made, at some date after the recording of the voucher, an entry can 
be made in the journal, debiting Collection and Exchange and credit- 
ing Vouchers Payable. For instance: 

On June 10, merchandise was purchased for $500.00: voucher 
27 was prepared, and an entry was made in the voucher 
. register debiting Purchases and crediting Vouchers Payable. 

On June 25. a bank draft for $500.00 was purchased and mailed 
to the creditor; the bank draft was paid for by a check to the 
bank in the amount of $500.25, the $.25 being an exchange 
charge. 

An entry should be made in the journal as follows: 

Collection nnd Exchange . .25 

Vouchers Payable — Xo. 27.. . .25 

Exchange charged by bank on bank draft for $500 00 purchased 
for payment of voucher 27. 

And an entry should be made in the check register debiting 
Vouchers Payable and crediting Cash, $500.25. 

If exchange charges are frequently incurred, the journal entry 
procedure just described can be avoided by proriding a Collection 
and Exchange debit column in the check register. 


CHAPTER 16 

The Individual Proprietorship. The Partnership 


Forms of business organization. The three most common forms 
of business organization are 

The individual proprietorship 
The partnership 
The corporation 

The asset, liability, income, and expense accounts of an indi- 
vidual proprietorship a partnership, and a corporation in the same 
line of business may be verj similar The net worth accounts of a 
proprietorship and a partnership are similar to each other, but they 
differ from those of a corporation 

Individual Proprietorships 

Net worth accounts of a proprietorship In place of the ■Capital 

Stock, Surplus, and Dividends accounts kept by a corporation, the 
books of an individual proprietor contain the following accounts 
Capital account 

This account is credited with the proprietor’s original 
investment, and with any additional investments 

Drawing account 

This account is debited with amounts withdrawn by the 
proprietor during the period 

The following accounts are illustrative 


James White, Capital 



Closmg the books The procedure of closing the income and 
expense accounts to Profit and Loss is exactly the same in an mdi- 
22 2 
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vidual proprietorsliip as in a corporation. Assume that the net 
profit for the year is $4,500.00: the Profit and Loss account is closed 
to the proprietors Capital account, by an entry similar to the fol- 
lowing: 

Profit and Loss 4,500.00 

James White, Capital 4,500.00 

To close the Profit and Loss account and transfer the 
net income for the year to the proprietor’s Capital 
account. 

The closing procedure is completed by transferring the balance 
of the Drawings account to the Capital account, by an entry similar 
to the following: 

James White, Capital 2,050.00 

James Wliite, Drawings 2,050.00 

To dose. 

Proprietor’s accounts after closing the books. After the books 
are closed, the Capital account and the Drawings account appear as 
follows: 


James White, Capital 



Balancing the Capital account. The proprietor’s Capital ac- 
count. may be balanced and ruled up to show the net worth at the 
end of the period, thus: 


Dee. jo 1 1 Drawings 
31| Balance 


James White, Capital 


j | T-M 1 

J13 | 2,05000 Jnn.i 1* Investment 

j 10,S50 00 Foh.J.'f Additional 
’ | J | '. ve-ttnent 

* j .Dec. ,31. No! profit 

< 13,500 {*>' 

j ' i 

I I Unn. ll Balance 


!CU I. 7.500 00 

I l ! 

;CK 2 1,50000 

.112' 4,500 00 

1 ^ 13.500 00 

i 1 10.S5000 
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Working papers. The working papers of an individual proprie- 
torship contain Trial Balance columns. Adjustment columns if 
required, Profit and Loss columns, and Balance Sheet columns. 
Instead of a pair of Surplus columns, the working papers of an indi- 
vidual proprietorship contain a pair of Capital columns. 

The working papers on page 225 do not contain Adjustments 
columns, because it is assumed that no adjustments are to be made. 

Statements. The profit and loss statement of an individual 
proprietorship does not necessarily differ from that of a corporation 
in the same line of business. 


JAMES WHITE Exhibit C 

Statement of Profit and Loss 
For the Year Ended December 31, 19 — 


Gross Sales 

Less Returned Sales and Allowances 
Net Sales 

Less Cost of Goods Sold 
Purchases 

Less Returned Purchases and Allowances 
Net Purchases 

Less Inventory, December 31, 19 — 

Cost of Goods Sold 
Gross Profit on Sales 
Less Expense 
Net Profit 


*48,000 00 
1,000 00 
*47,000 00 


*35,000 00 
500 00 
*34,50000 
4,000 00 

30,50000 
*10,50000 
12,00000 
* 4,50000 


Instead of the surplus statement prepared for a corporation, a 
statement of the proprietor’s capital is prepared. 


JAMES WHITE Exhibit B 

Statement of Proprietor’s Capital 
For the Year Ended December 31, 19 — 


Investment, January 1, 19 — 

Add 

Additional Investment 
Net Profit for the \ ear — Exhibit C 
Total 

Deduct Withdrawals 
Balance, December 31, 19 — 


* 7,500 00 


*1,50000 

4,500 00 600000 

$ 13,50000 
2,65000 
*10,85000 


The investment at the beginning of the year and the additional invest- 
ments and drawings during the year were determined from the Capital and 
Drawings accounts 


The balance sheets of an individual proprietorship and a corpora- 
tion do not necessarily differ except in the net worth section.. The 
balance sheet of an individual proprietorship slums the proprietor’s 



JAMES WHITE 
Working Papers 
Year Ended December 31, 10 


Cfc. 16] 


THE INDIVIDUAL PROPRIETORSHIP 


225 



oiroos-'K li doouw'K i j oo'oqe'i: i loq'ooif *t:'i 



THE PARTNERSHIP 


226 


[Q. 16 


capital in one amount, whereas the balance sheet of a corporation 
shows the capital stock and surplus. 



JAMES WHITE 

Exhibit A 


Balance Sheet 

December 31, 19— 



LiabiSitita wvd Hit Worth 

Cash 

$ 3,850 00 Liabilities 


Accounts Receivable 

9,000 00 Accounts Payable 

$ 6,00000 

Notes Receivable 

2,000 00 Notes Payable 

2,000 00 

Merchandise Inventory 

4,000 00 Total Liabilities 

Net Worth 

James White, Capital — Ex- 

$ 8,00000 


hibit B 

10,85000 


$18 850 00 

$18 850 00 


The Partnership 

Nature of a partnership. “A partnership,” as defined by the 
Uniform Partnership Act, “is an association of two or more persons 
to carry on, as co-owners, a business for profit.” 

The partnership and the corporation are the two most common 
forms of organization by which two or more persons can join in a 
business enterprise. The partnership form is usually employed in 
comparatively small businesses requiring no more capital than can 
be contributed by a few partners, or in professional practices, such 
as law, medicine, and accounting, in which the relations of the firm 
to its clientele should involve a personal responsibility. 

The partnership contract. The partnership relation is created 
by a contract, which should be in writing. Among the more im- 
portant points to be covered by the contract, which is called the 
articles of partnership, are the following. 

(1) The names of the partners and the name of the partnership. 

(2) The date when the contract becomes effective. 

(3) The nature and place of business. 

(4) The capital to be contributed by each partner. 

(5) The duties of each partner. 

(6) The dates when the books are to be closed and the profits 

are to be divided. 

(7) The portion of profits to be allotted to each partner. 

(8) The drawings to be allowed each partner. 

(9) The length of time the partnership is to continue, and the 

rights of the partners in the event the partnership is 
dissolved 

(10) Provision for arbitration in the e\ent of disputes. 
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Net worth accounts of a partnership. The net worth accounts 
of a partnership are similar to those of a single proprietorship. 

A Capital account is kept with each partner and is credited 
with the amount of his original investment and with any 
additional investments. 

It is extremely important that assets invested by partners 
be recorded at their fair values at the date of the invest- 
ment. Assume, for instance, that a partner invests land 
and a building which he is carrying on his own books at 
$20,000.00, which was the cost to him less depreciation. 
At the date when he invests this property in the partner- 
ship, it is worth $25,000.00. If the property were re- 
corded on the partnership books at $20,000.00 and later 
sold for $25,000.00, all the partners would share in the 
profit: this would not be fair to the partner who invested 
the property and who should have received a $25,000.00 
capital credit for it. 

A Drawings account is kept with each partner. As. a general 
rule, all withdrawals made by a partner are charged to liis 
Drawings account. However, partners sometimes agree 
that each partner may draw a stipulated amount each month 
as his share of the estimated profits, and that any drawings 
in excess of that amount shall be regarded as withdrawals of 
investments, and shall be charged to the Capital accounts. 

TYhen the books are closed, each partner’s Capital account is 
credited with his share of the profit, or debited with his 
share of the loss. 

The balance in each partner's Drawings account is transferred 
to his Capital account. 

Each partner’s Capital account may be balanced, and the 
balance brought down. (See illustration on page 223.) 

Methods of dividing profits. The ratio in which partners divide 
their profits or losses is called the profit and loss ratio. If partners 
make no agreement regarding the division of profits and looses, the 
law assumes an agreement to divide them equally, regardless of any 
differences in capital contributions, time spent in the busine>s, 
or business ability. If partners make an agreement regarding the 
division of profits, without any mention of losses, the agreed method 
for the division of profits applies also to the division of losses. 
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Partners may agree to divide profits and looses in \anous waj» 
In this chapter we shall illustrate the following methods 

(1) On a stated fractional basis 

(2) In the ratio of the capitals at the beginning of the period 

(3) In the average capital ratio 

(4) Interest to the partners on their capital in\ estments, and a 

division of the remainder m an agreed ratio 

(5) Salaries to the partners, and a division of the remainder in an 

agreed ratio 

(b) Salaries to the partners, interest on their capitals, and a 
division of the remainder in an agreed ratio 

Basis of illustration The Capital and Drawings accounts of a 
partnership ha\e the following balances at the end of the year 

J L Lane Capital 81000000 

J L Lace Drawings 83 000 00 

D K Burton Capital 19 000 00 

D I\ Burton Drawings 4 000 00 

The income and expense accounts ha\e been closed, and the 
Profit and Loss account has a credit balance of $12,000 00, repre- 
senting the net profit for the jear 

(1) Profits divided on a stated fractional basis To begin simply, 
assume that the profits are to be divided equally The entries to 
divide the profits and to close the Drawings accounts are as follows 

Entry to divide the profits 

Profit and Lo»s 

J L. Lane Capital 
D K Burton Capital 
To divide the net income equally 

After this entry is posted the Profit and Loss account appears as 
follows 


6 000 00 
6 000 00 


Profit and Loss 


15)48 




| 

1948 






Dec 

31 

Inventory 12/31/47 


4 000 0C 

Dec 

31 

Sales 


00 000 



31 

Purchases 


60 OOO.OC 


31 

Inventory 12/31/48 





31 

Selling expenses 


13 000 00 


31 

D scount ou pur 





31 

General expenses 


6 500 0C 



chases 





31 

Discount on sales 


200 0C 








31 

Distribution of net 











income 


I 









Lane 


6 000,0c 









Burton 


6 000 0C 
















9o 700(00 
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Eniry to close the Drawings accounts: 

J. L. Lane, Capital. . . 3,000.00 

J. L. Lane, Drawings . 3,000 00 

To clo'C Lane’s Drawing'- account. 

D. K. Burton, Capital 1,000.00 

D. K. Burton, Drawing' . *1,000.00 

To close Burton's Drawings account. 


The entries closing the Drawings accounts will be omitted from 
the remaining illustrations. 

As another illustration of the division of profits on a stated frac- 
tional basis, assume that the profits are to be divided in the ratio of 
25% to Lane and 75% to Burton. The entry for the division of the 
profits is: 

Profit and L 0' 4 . . ... 12,000 00 

J. I. Lane. Capital 3,000 00 

D. K. Burton, Capital . 0,000 00 

To divide the net income in the ratio of 23 r c and 
"Wr- 

0?) Dirision in the ratio of capitals at the beginning of the period. 
If the profits are to be divided in the ratio of the capitals at the be- 
ginning of the period, it will be necessary to determine these capital 
balances by reference to the ledger accounts. The Capital accounts 
of the partners appear below: 


J. L. Lane, Capital 


10 IS 

i 

. 

| uois 

j 

| ! 

.tune 

: 1 

! \ 

1 500 ,00 ’.Tan* 

ll 

110,00000 

Nov.j 

11 

\ 

i i,ooo;oo;Aug. 

l! 

] 2,000,00 



D. K. Burton, Capital 


194S 

| 


! 1 hots, 

, 1 i 

j 

Apr. 

1 


[ 1,000 00'lan. 

1 

20,000 00 

Dec. 

li 

I 

1 2,000,00, Julv 

! i: 

j 2,000 00 


These accounts show that Lane’s capital balance on January 1 
was 810,000.00 and Burton's balance was 820,000.00. Therefore, 
the profits arc divided in the ratio of } -j and ; j: 

Profit and Loss 12,000 00 

J. L. Lane. Capital 1,000 00 

D. K. Burton, Capital . .. 8,000 00 

To divide the net income in the ratio of the capita! 4 
at the beginning of the % car. 

(S) Division in the average capital ratio. When profits are di- 
vided in a capital ratio, it is assumed that capital is the chief source 
of profit, and that the partners are therefore entitled to share the 
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profits in the ratio of the capital furnished. But Lane and Burton 
each contributed additional amounts of capital during the year' 
also, each partner made withdrawals in excess of the agreed draw- 
ings, and these excess withdrawals were regarded as withdrawals of 
capital and were charged to the Capital accounts Therefore, the 
capital investments at the beginning of the year did not represent 
the amounts of capital contributed by the partners for the use of the 
business during the year How can a partner’s average investment 
for the year be computed 9 

Lane’s Capital account contains the following debits and credits: 

J L Lane, Capital 

19481 1 TT I 11948] I I I T 

June l| I 500,00] J an ll 110,000 00 

Nov| l| I i 1,500 00]Aug| l| 1 | 2,00olo0 

The account had a balance of. 

$10,000 00 for 5 months (Jan 1 to June 1) 

9,50000 for 2 months (June 1 to Aug 1) 

11,500 00 for 3 months (Aug 1 to Nov I) 

10,000 00 for 2 months (Nov 1 to Dec 31) i 

From an interest standpoint 

$10,000 00 for 5 months is equivalent to $ 50,000 00 for 1 month 

9,500 00 2 “ ' 19,000 00 " 1 “ 

11,500 00 ‘ 3 " ‘ “ 34,500 00 ' 1 “ 

10,000 00 " 2 “ “ “ “ 20 000 00 “ 1 “ 

From an interest standpoint, therefore, 

Lane furnished the business with the 

equivalent of $123,500 00 for 1 month 

Reduced to the basis of a year, this is the equivalent of $123,500 00 
— 12, or $10,291 67 for 1 jear Lane’s average investment for 
the j ear was therefore $10,291 67 


Computation of Average Investments of Lane and Burton 


Date Debits 

Months Equivalents 
Credits Balance Unchanged for 1 Month 

J. L. Lane* Jan 1 

$10,000 $10000 5 

$ 50,000 

June 1 $ 500 

9500 2 

19,000 

Aug 1 

2,000 11,500 3 

31,500 

Nov 1 1,500 

10,000 2 

20 000 

Total 

12 

$123,500 

Average for the year ($123,500 00 — 12) 

$ 10,292 

D K, Burton* Jan. 1 

$20,000 $20,000 3 

$ 60,000 

Apr 1 $1,000 

19,000 3 

57,000 

July 1 

2,000 21,000 5 

105 000 

Dec 1 2,000 

19 000 1 

19 000 

Total 

12 

$241,000 

Average for the year ($241,000 00 — 12) 

$ 20 083 



Ch.i6] THE PARTNERSHIP 231 

Although it is necessary to divide S123, 500.00 by 12 to determine 
Lane’s average capital, and to divide $241,000.00 by 12 to dete rmin e 
Burton’s average capital, it. is not necessary to make these divisions 
to determine the ratio between the average capitals. The ratio of 
$123,500.00 to $241,000.00 is the same as the ratio of $10,292.00 to 
$20,0S3.00. 

The ratios are therefore determined as follows: 

Equivalents 

for 1 Month Ratio 


Lane $123,500 1235/3015 

Burton 211,000 2110/3645 

$364,500 


The profits are divided in the average capital ratio by the fol- 
lowing journal entry: 

Pro6t and Loss 12,000.00 


J. L. Lane, Capital 4,065.S4 

D. K. Burton, Capital 7,034.16 


To divide the (set income in the average capital 
ratio: 1235/3645 to Lane, and 2410/3615 to Bur- 
ton. 

If partners make investments or take withdrawals on dates other 
than the first of the month, the Capital account balances may be 
multiplied by the number of days these balances remained un- 
changed, as illustrated below: 



Date 

Debits 

Credits 

Balance 

Days 

Unchanged 

Equivalents 
for 1 Day 

F. S. Mason: 

Dec. 31 


$10,000 

$10,000 

73 

$ 730,000 


Mar. 14 

$500 


9,500 

134 

1,273,000 


July 26 


2,000 

11.500 

100 

1,219,000 


Xov. 9 


1,000 

12,500 

23 

2S7.500 


Doc. 2 

300 


12,200 

29 

353, S00 


Total 



. . . 305 

S3.S03.3P0 

W. B. Watson: 

Dec. 31 


$25,000 

S25,000 

129 

$3,225,000 


Mav 9 


2,000 

27,000 

26 

702,000 


June 4 

$$00 


20.200 

75 

1,905,000 


Aug. IS 

400 


25,S00 

66 

1,702,000 


Oct. 23 


1,500 

27,300 

69 

1.SS3.700. 


Tot 

2.1 



. . 365 

$9.47$, 500 

Partner 


Ratio 


Average Capital 

F. S. Ms^on 


3S, 633/133,418 

$3,S63,300 -r 305 

= $10,5S4.3S 

W. B. Watson 


94.7S5/133.41S 

0,4 

7S.500 -r 365 

= 25,965.49 


(41 Interest on capitals, and balance arbiiranhj. Instead of 
dividing all the profits in the capital ratio or in the average capital 
ratio, it may be desired to divide a part of the profits on the basis of 
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capital invested (by allowing interest on capitals) and to divide the 
remainder in some other ratio. Two illustrations are given below. 


(a) Interest at 6% is allowed each partner on his investment at 
the beginning of the year, and the remaining net income is 
divided equally. 


Profit and Lo«s 

J L Pane, Capital 
D K Burton, Capital 
To allow interest on opening capitals 
Lane 6^0 on $10,000 = $ GOO 
Burton 6% on $20,000 = $1,200 


Profit and Loss 

J L Lane, Capital 
D K Burton, Capital 
To divide the remaining net income equally 


(b) Interest at 6% is allowed each partner on his average capital, 
and the remaining net income is divided equally. (The 
average capitals were computed on page 230). 


Profit and Loss 

J L Lane, Capital 
D K Burton, Capital 

To allow 6% interest on Lane s average capital of 
$10,291 67, and on Burton's average capital of 
$20,083 33 


Profit and Loss 

J L Lane, Capital 
D K Burton Capital 
To divide the remaining net income equally 


( 5) Salaries to partners and an arbitrary division of the remainder 
Partners have no nght to salaries unless they are agreed upon, e\en 
though one partner may de\otc all his time to the business and the 
other may devote little or none. But partners may agree to divide 
the profits first by allowing themselves salaries and then dividing 
the remaining profits. The remaining profits may be divided 
equally or in any other ratio to which the partners agree. One 
illustration will be sufficient* salaries and an equal division of the 
remainder. 

For purposes of illustration, assume that Lane is allowed a 
salary of §3,600.00 a year, and Burton is allowed a salary of SV 
800.00. They are permitted to draw such amounts during the 5 ear 
as they desire, and at the end of the year their salaries are to be 
credited to them. The following entries will be made: 


Profit and Loss 

J L Lane, Capital 
D K Burton, Capital 

To credit the partners with their agreed salaries 
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Profit and Loss 3,GOO.OO 

J. L Lane, Capital 1,S00.00 

D. K. Burton, Capital . . . . 1,S00.00 

To divide the remaining net income equally. 


(6) Salaries, interest, and remainder. Assume that Lane and 
Burton agreed to make the following division of their profits: 

Sulmic': 

Lane... .. . ... $3,000.00 

Burton.. 4,S00 00 

Interest on capitals — O' ' c on January I balances. Remainder — equally. 


Tire following are the e'ntries to close the Profit and Loss account : 


Profit and Lass . S, 100.00 

J. L. Lane, Capital 3,000 00 

D. K. Burton, Capital -1,S00.00 

To credit the partners with their agreed salaries 


Profit and Loss LS00.00 

J. L. Lane, Capita! 000.00 

D. K. Burton, Capital . 1,200.00 

To credit the partners with 6% interest on their 
capitals at Januarv 1: 

Lane — G'^ of $10, 000.00 
Burton— 0% of $20,000.00 


Profit and Los;, . .... . . 1.S00.00 

J. L. Lane, Capital. . 000 00 

D. K. Burton, Capital. .. . 900.00 

To divide the remaining net income equally. 


After the foregoing entries are posted, the Profit and Loss ac- 
count appeal's as follows: 


19 is] 3 

Dcc.*31i Inventory, 12/31/47 
13 1* Purchases 
j31, Selling expenses 
|jl General expenses 
31. Discount on sales 
| j Distribution of net 
1 i income: 

31 Salaries: 
j J I.ane 

1 Burton 

31) Interest on capi- 

I i tal: 

i j Lane 

1 j Burton 

J3lj Remainder 

; ( equally: 

; lame 

Burton ' 


Profit and Loss 


I ;iws| | j 

1,000.00 Dee. 31> Sales : 

|31‘ Inventory, 12/31/4S, 

31; Discount on pur- 
. chases 


00,000 00 
’13,000 00 
i G, 500 00' 


200, 00 


i 


3,000 00 
4,SOO 00) 

! I 

GOO 00 
1,200 00 * 
f ’ 

I S 

900 00 
900 00* 
15. TOO 00 


90,000*00 

5,000^00 

700,00 


‘05.700 fK) 
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The credits for salary, interest, and remaining profit should be 
shown in the Capital accounts as follows 



Interest and/or salaries in excess of profits The salaries and 
interest in the preceding illustration totaled $10 200 00 Suppose 
the net income was only $9,000 00, how should it be divided? 

The entries for the salaries and the interest must be made in 
accordance with the agreement, thus 


Profit and Loss 

J L Lane Capital 
D K Burton Capital 

To credit the partners with their agreed salaries. 


3 600 00 

4 80000 


Profit and Loss 1 800 00 

J L Lane, Cap tal 
D K Burton Capital 

To credit the partners with 6% interest on their 
capitals 


60000 
1,200 00 


After these entries are posted, the Profit and Loss account will 
have a debit balance of $1,200 00 because the salaries and interest 
totaled $10,200 00 whereas the net income was only $9 000 00 Be 
cause the partners agreed to an equal division of the balance after 
salaries and interest, the $1,200 00 debit balance in the Profit and 
Loss account will be divided equally by the following entry 


J L Lane Capital 600 00 

D K Burton Capital 600 00 

Profit and Loss 

To divide the debit balance n the Profit and Loss ac- 
count equally as agreed 


1 200 00 


These entries dnide the $9,000 00 net income between the part 
ners, as follows 

Lane Burton Total 

Credits 

Salaries $3600 00 $4 800 00 $ 840000 

Interest on cap tal 600 00 1 200 00 1 800 00 

Total credits $4200 00 $6 000 00 $10 20000 

Less debit for remainder 600 00 600 00 1 20000 

Distribution of net income $3 600 00 $5 400 00 S 9 000 00 
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If partners' salaries and interest on their capitals are agreed 
upon, entries therefor must be made even though the operations of 
the business result in a loss. For instance, assume that the opera- 
tions result in a loss of §5,000.00, and that salaries and interest are 
to be allowed as in the preceding illustration: the credits to the part- 
ners for salaries and interest, and the debits to them for the final 
balance of the Profit and Loss account, will be as indicated in the 
following tabulation: 


Credits to partners: 

Salaries 

Interest on capital 

Total credits to partners for salaries 
and interest 

Offsetting debit to Profit and Loss.. 

Net loss .... . . 

Debit balance in Profit and Loss 


Lane Burton Total 

$3,500.00 $4,SOO.OO $ S, 400.00 
600 00 1,200.00 l.gQO.OO 

$4,200.00 $5,000.00 

$10,200.00 

5,000,00 

$15,200.00 


Debits to partners to close Profit and 
loss . 7,600.00 7,500.00 


Net debits to partners — equal to net loss $3,400 00 $1,600.00 


The journal entries to close the Profit and Loss account are as 
follows: 


Profit and Loss . S.400 00 

J. L. Lane, Capital. . . 3,600.00 

D. K. Burton, Capital . 4, SOO.OO 

To credit the partners with their agreed salaries. 


Profit and Loss ... . I, SOO.OO 

J. L. Dine. Capital . 600.00 

D. K. Burton, Capital . 1,200.00 

To credit the partners uith 6% interest on their , 

capitals. 

J. L. Dane, Capital. 7,600.00 

D. K. Burton, Capital 7,000.00 

Profit and Loss . . 15,200.00 

To divide the debit balance in the Profit and Loss 
account equally, a.- agreed. 


Details are shown in the Profit and Loss account as follows: 


Profit and Loss 


3l| Net lo~s 

31j Salaries: 

1 Lane 
j Burton 

31} Interest: 

| I-ar.e 
] Burton 

1 

1 I 

l 1 

1 

i 

j 

! ’194$ j 

5.000 00 Dee. 31 

! i i > j 

3.600 00 i | 

S.SOO 00 1 1 ! 

’ * 1 ! 

1 GOO 00 ’ ! 1 

| 1.200 00’ j j 

plus salaries- , 
and intere-t: 

’ Lane } > 

Burton }•< 

1 

! 

i 

! 1 

: i 

I 7,60001 

j 7,600 00 

! 

1 

i 15.290 00, 1 1 



15.200 00 
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The credits for salary and interest and the debits for loss plus 
salaries and interest are shov n in the Capital accounts as follows 


J L. Lace, Capital 


1948 

Nov 1 
Dec 31 

L/fk flus salaries 

1 [1918 
| 500 00: Jan. 

' 1 500.00|\ug 
Dec 

1 

1 

31 Salary 


1000000 
2000 00 
3 60000 


and interest — 

7 00000[ 

31 Interest j 


00000 



CHAPTER 17 

The Partnership (Concluded) 


Profit and loss statement. The profit and loss statement of a 
partnership will be similar to that of an individual proprietorship 
or a corporation, in the same line of business. The profit and loss 
statement of Lane and Burton (continuing the illustrations in the 
preceding chapter) appears below: 


LANE AND BURTON Exhibit G 

Statement of Profit and Loss 
For the Year Ended December 31, 1948 


Sales $90,000.00 

Less Cost of Goods Sold: 

Inventory nt the Beginning of the Year $ 4,000.00 

Purchases 60.000.00 

Total . $61,000.00 

Less Inventory at the End of the Year 5,000.00 

Cost of Goods Sold 59,000.00 

Gross Profit on Sales .... $31,000.00 

Less Selling Expenses (detailed) 13,000.00 

Net Profit on Sales SIS, 000 00 

Ix’ss General Expenses (detailed) 6,500.00 

Net Profit on Operations $11,500.00 

Add Discount on Purchases 700 00 

Net Profit on Operations, and Other Income. . . . $12,200.00 

Deduct Discount on Sales 200.00 

Net Income $12,000.00 


Working papers. The working papers of a partnership contain 
a pair of columns for each partner, as shown in the illustrations on 
pages 23S and 239. 

The working papers on page 23S show the division of the $12,- 
000.00 net income equally, as in illustration 1, on page 22S. 

The working papers on page 239 show the division of the net in- 
come in accordance with illustration 0, on page 233, as follows: 

Salaries to partners. 

Interest on capitals at the beginning of tbe year. 

Balance equally. 

Statement of partners’ capitals. In order to prepare the state- 
ment of partners’ capitals on page 240, it was necessary to refer to 
the Capital accounts (page 229) to determine the capital balances at 
the beginning of the year and the additional investments during the 
year. The withdrawals shown in the statement include tho«e 

237 



Year Ended December 31, 1948 



Capitals at the end of the j ear 


LANE AND BURTON 
Working Papers 
Year Ended December 31, 1918 
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charged to the Capital accounts as well as those charged to the 
Drawing accounts The profits are divided equally, as in the work 
ing papers on page 238 


LANE AND BURTON Exhib t B 

Statement of Partners Capitals 
For the Year Ended December 31 1943 



J L Lane 

D K Burton 

Total 

Balances January 1 1948 

$10 000 00 

$20 000 00 

$30 000 00 

Add 




Add tional Investments 

2 000 00 

2 000 00 

4 000 00 

Net Income for the Year (Exh bit O 

6 000 00 

6 000 00 

12 00000 

Total 

$18 000 00 

$28 000 00 

$16 000 00 

Deduct Withdrawals 

5 000 00 

7000 00 

12 00000 

Balances December 31 1948 

S13 000 0Q 

$21 000 00 

$34 000 00 


In the following statement the profits are divided as in the work- 
ing papers on page 239 


LANE AND BURTON Exhib t B 


Statement of Partners Capitals 
For the Year Ended December 31 1918 



J L Lane 

D K Burton 

Total 

Balances January 1 1948 

$10 000 00 

$20 000 00 

$30000 00 

Add 




Add tional Investments 

2 000 00 

2 000 00 

4 000 00 

Net Income for the Year (Exhibit C) 




Salaries 

3 600 00 

4 800 00 

8 400 00 

Interest on Capital 

600 00 

1200 00 

1 800 00 

Remainder Equally 

900 00 

900 00 

1800 00 

Total 

$17 100 00 

$28 900 00 

$40 000 00 

Deduct \\ ithdran als 

5 000 00 

7 000 00 

12 000 00 

Balances December 31 1948 

$12 100 00 

$21 900 00 

$34 000 00 


Partnership balance sheet The balance sheet of a partnership 
usually shows the capital of each partner with a reference to the 
statement of partners capitals, where details can be found 


Cash \ 

Accounts Receivable 
Merchandise Inventory 


LANE AND BURTON 
Balance Sheet 
December 31 1948 


Liabilities and Net Worth 

*17 00000 Liabilit es 

15 000 00 Accounts Payable $ 300000 

500000 

Net Worth — Exhibit B 
J L Lane $12 100 00 
D K Burton 21 900 00 34 000 00 
$37 00000 


$37 000 00 



Ch. 17] 


THE PARTNERSHIP (CONCLUDED) 


241 


Changes in Personnel 

Changes cause dissolution. Changes in the personnel of a part- 
nership may be caused by the death or retirement of a partner, or 
by the admission of a new partner. The retirement of a partner or 
the admission of a new partner requires the consent of all partners. 

Any change in the personnel of a partnership causes a dissolution 
of the partnership; the old articles of partnership are no longer in 
effect, and new articles of partner-ship should be drawn up and signed. 
It is particular^ important to realize that the old agreement as to 
the division of profits is no longer in effect, and that, unless a new 
agreement is reached, the profits and losses of the new partnership 
will legally be divisible equally. For instance, if A, B, and C shared 
profits in the ratio of GO, 25, and 15, and C died, it would be necessary 
for A and B (if they continued the business as a new partnership) to 
make a new agreement as to the sharing of profits ; in the absence of 
an agreement, the profits would legally' be divisible equally. 

Adjustment of the accounts. Before a change in personnel is 
recorded, the first of the following steps should usually be taken, and 
the second step may also be required: 

(1) Close the books, crediting each old partner with his share of 

the profit (or debiting him with his share of the loss), and 
transferring the balances of the Drawings accounts to the 
respective Capital accounts. 

(2) Make entries to adjust the asset valuations in accordance 

with any agreements with respect thereto. Asset valua- 
tions which are proper from the standpoint of a going con- 
cern may not be proper valuations to be used when changes 
occur in partners’ interests. For instance, from the stand- 
point of a going concern, the proper valuation of a fixed 
asset is cost less depreciation: but if a partner is with- 
drawing or a new partner is being admitted, equity re- 
quires that recognition be given to the market value of the 
fixed assets at the date of the change in personnel. 

Any gains or losses reflected by such adjustments should be 
divided among all persons who were partners before the 
change in personnel, in their profit and loss ratio. 

For example, assume that a change is to occur in the per- 
sonnel of the partnersliip of A, B, and C, who share profits 
and losses equally, and that the following adjustments of 
asset valuations have been agreed upon: 


Incre-ve in Land account S5.0D3.00 

Increase in Building account S, 000.00 

Increase in Reserve for Rad Dei)?^ 1,000 00 
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The adjustments are made by the following journal entrj 

Lend 5,000 00 

Building 8 000 00 

Reserve for Bad Debts 
A Capital 
B Capital 
C Capital 

To adjust the a.s-et valuations in accordance with the 
agreement, crediting the partners in their profit and 
loss rat o 

If numerous adjusting entries are made, the gain or loss 
shown by each entiy maj be credited or debited to a Capi 
tal Adjustment account and the final balance of this 
account will be closed to the partners Capital accounts 

Death of a partner "When a partner dies, the following matters 
require special consideration. 

(/) Closing the books Unless the articles of partnership contain 
some provision for postponing the closing of the books, they should 
be closed as of the date of the deceased partner’s death 

The articles of partnership may contam an agreement of some 
kind to a\oid the necessity of taking an inventory and closing the 
books at the date of the deceased partner s death For instance, the 
articles may provide that the books shall not be closed until the 
customarj annual closing date and that the deceased partners 
=hare of profits shall be computed by determining the amount of 
profit to which the deceased partner would ha\ e been entitled if he 
had lived to the end of the j ear, and multiplying this amount bj a 
fraction representing the portion of the j ear prior to his death To 
illustrate, assume that such an agreement was included in the arti 
cles of partnership of A, B, and C, who shared profits equally , that 
A died on March 31 that the books were closed on December 31 
and that the net profit for the 3 ear was found to be S12 000 00 If 
A had U\ ed until the end of the 3 ear he would ha\ e been entitled to 
$4,000 00 ol the profit, since be Ln ed only three months ol the 3 ear, 
his share of the profit was one fourth of $4 000 00, or SI 000 00 If 
the pa 3 Tnent of A’s capital is postponed until the end of the jear, an 
entr 3 should be made transferring his Capital account credit to an 
account called A, Personal because A is no longer a partner 
( 2 ) Valuation of assets Although going concern valuations may 
not be equitable m connection with the admission or retirement of 
a partner the representatu e of a deceased partner has no right to 
insist on adjustments of asset \ ablations unless the articles of part- 
nership provide therefor 


100000 

4,00000 

4.00000 

4.000 00 
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(S) Goodwill If a business has enjoyed exceptionally good earn- 
ings, it may have a goodwill. The partnership articles may contain 
a provision that, in the event of the death of a partner, the goodwill 
value shall be computed (by a method agreed upon in the articles), 
and that the deceased partner's Capital account shall be credited 
with his share thereof, determined by multiplying the total goodwill 
value by the deceased partner's profit and loss per cent. For in- 
stance, if the goodwill is valued at $15,000.00, and the profits 
are divided equally among three partners, A, B, and C, the share 
allowed to A upon his death would be recorded as follows: 

Goodwill 5,000 00 

A, Capital. . . 5,000.00 

To credit .i’s account with his share of the partner- 
ship goodwill. 


The entire goodwill might be placed on the books thus: 

Goodiviii . . 13,000.00 

.4, Capital .... 

B, Capital ... 

C, Capital 

To record the goodwill of the business by credits to 
the partners in their profit and lois ratio. 

However, it is not considered good accounting to charge a Good- 
will account with an amount in excess of the amount paid for good- 
will: to do so would be a violation of the cost principle. Since the 
business pays A’s estate for his share of the goodwill, but does not 
pay B and C for their shares, it is preferable to record the goodwill 
by the first entry shown above. 

A deceased partner’s estate is not entitled to any payment for 
goodwill unless the partnership agreement provides for it ; of course, 
the surviving partners may voluntarily make such a payment al- 
though not obliged to do so. 

(4) Terms of payment. The immediate payment of the entire 
capital interest of a deceased partner might deplete the current 
assets of a business and seriously handicap it in its operations. 
Partners sometimes provide against such a contingency by carrying 
insurance on the lives of the partners, the firm being named as bene- 
ficiary; the collection of the insurance provides funds with which to 
make settlement with the deceased partner’s estate. 

The articles of partnership may contain a provision that pay- 
ments shall be made in installments: in the absence of such a pro- 
vision, the surviving partners and the estate may reach such an 
agreement. Any balance in the deceased partner’s Capital account 
not immediately paid, should be transferred to an account payable 
or note payable account. 


5,000 00 
5,000 00 
5,000 00 
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Retirement of a partner. Following is an outline of the cases to 
be presented illustrating the withdrawal of a partner 

(1) A partner’s interest is purchased 

(a) By another partner 

(b) By an outsider 

(2) A partner is paid from partnership assets 

(a) An amount equal to his capital 

(b) An amount in excess of his capital 

(c) An amount less than his capital 

In all these cases it 13 assumed that there are three partners (A, 
B, and C), sharing profits and losses equally, that A is to withdraw, 
that his Capital account balance is S10,000 00, and that all partners 
have agreed to the retirement of A and the method of effecting it 

Case 1-a In this case it is assumed that B is to purchase A’s interest 
in the firm The price paid by B to A is a pm ate matter between B and A 
it may be 810 000 00 or more or less than that amount Regardless of the 
price paid by B to A, the entry on the partnership books is 

A, Capital 10000 00 

D Capital 1000000 

To record B s purchase of 4 s capital interest, 
in the firm, and the withdrawal of A 

Case 1-b In this case it ts assumed that an outsider, D, purchases A « 
interest Again the price paid is a private matter between these two 
parties and is not recorded on the firm s books Regardless of the once 
paid, the entry to record the retirement of A and the admission of D is 

A, Capital 10 000 00 

D Capital 10 00000 

To record the retirement of A and the admission 
of D to the partnership D having purchased A s 
interest. 

Case S-a In this case it is assumed that A is paid, out of partnership 
cash, the amount at the credit of his Capital account The entry to record 
his retirement is 

A Capital 10 000 00 

Cash 10 CO 00 

To record the retirement of A 

Case 2-b In this case it is assumed that A is paid $12 000 00 from 
partnership funds There are two methods of recording this n ithdrawal, 
depending upon whether the $2 00000 excess of the payment o\er A’s 
capital is regarded as showing the existence of goodwill, or is regarded as a 
bonus to A 

If the $2 000 00 excess is regarded as a payment for A's share of the 
goodwill of the business, the entries on the following page will be made 



Ch.i7] THE PARTNERSHIP (CONCLUDED) 245 

Goodwill 2,000 00 

A, Capital . 2,000 00 

To credit .1 with his oae third of the goodwill of 
the partnership. 

A, Capital 12,000 00 

Cash. .. 12,000 00 

To record the retirement of .1. 


If the $2,000 00 excess is regarded as a bonus paid by B and C to .1, the 
bonus is chargeable to B and C in their profit and loss ratio, and the follow- 
ing entry will be made: 


A, Capital 10,000 00 

B, Capital 1,000 00 

C, Capital.. 1,000 00 

Cash. . 12,000 00 


To record the retirement of .1. 

Case 2-c. If the payment to A is less than the amount at the credit of 
his Capital account, the excess of A’s capital orcr the amount paid to him is 
credited to the other two partners in their profit and loss ratio, as follow: 

A, Capital . . . 10,000 00 

B, Capital 1,000 00 

C, Capital . . 1,000 00 

Cash... . S, 000 00 

A , upon retirement, accepts $$,000 00 in settle- 
ment of his capital credit of $10,000 00. 

Admission of a partner by purchase. A new partner may be 
admitted to the firm by purchasing the interest of an old partner, 
or he may be admitted by purchasing portions of the interests of 
two or more partners. 

The preceding Case I-b illustrated the entry to be made if a new 
partner purchases all the interest of an old partner. 

As another illustration, assume that three partners had Capital 
account balances as follows: 


E $10,000 00 

F 15,000 00 

G. ... 20,000 00 


H purchases one quarter of the capital interest of each partner. 
H’s payment goes to E, F, and G personally, and not into the firm’s 
cash; the prices paid arc not recorded on the firm’s books: and the 
entry for H's admission is: 

E, Capital 2,50000 

F, Capital . . .. 3,750 00 

G, Capital 5,000 00 

If, Capital. 

Admis'ion of II by purchase of one fourth of capital 
of each former partner. 


11,230 00 
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Admission of a partner by investment. If a new partner makes 
an investment in the firm, the partnership acquires additional assets. 
Assume that X and Y are in partnership and that Z is admitted, 
with a cash investment of $10,000.00; the entry to record Z’s in- 
vestment would usually be as follows: 

Cash 10,000 00 

Z, Capital 10,000 00 

To record Z’s investment 

Sometimes an incoming partner is credited with more or less 
than the amount of his investment The accounting procedures 
applicable in such instances are discussed in Principles of Accounting , 
Intermediate. 

Liquidation of the Partnership 

A partnership is terminated whenever there is any change in the 
personnel, the change in personnel creates a new partnership. 

A partnership is liquidated when the business is discontinued or 
the assets are transferred to other parties. 

Basis of illustration of liquidation. Assume the following bal- 
ance sheet of a partnership- 


Ataets 

Cash 


A AND B 

Balance Sheet 

October 31, 19 — 

Liabilities and Net Worth 
$ 5,000 Accounts Payable 

$ 9,000 

Accounts Receivable 

$25,000 

A, Loan 

5,000 

Less Reserve for Bad 


A, Capital . . 

25,000 

Debts 

1,000 

24,000 B, Capital 

20,000 

Inventory 


30 000 




$50 000 

$59,000 


In addition to investing $25,000 00, A has loaned the business 
$5,000 00. 

Disposal of assets. Assume that X desires to acquire the busi- 
ness of A and B, and that the partners sell their inventory and ac- 
counts receivable to X for $52,000 00. A and B retain the $5,000 00 
of cash shown in the foregoing balance sheet and are to pay the 
$9,000.00 of accounts payable. The sale of the inventory and re- 
ceivables will be recorded as follows: 


x . 

Loss on Sale of Business 
Reserve for Bad Debts 
Inventory 

Accounts Receivable 
To record the sale of the assets to X. 


52,000 00 
2,000 00 
1,000 00 

30 000 00 
25,00000 
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Cash 52,000.00 

- v -• 52,000.00 

To record collection for assets sold. 

Division of the profit or loss. Any profit or loss on the disposal 
of the assets should always be divided between the partners before 
any cash distribution is made to them, because the amounts of cash 
to which the partners are entitled cannot be determined until their 
shares of the profit or loss have been credited or charged to them. 
The profit or loss should be divided between the partners in their 
profit and loss ratio. Assuming that A and B share profits equally, 
the $2,000.00 loss on the sale of the assets to X will be divided by 
the following entry' : 


.4, Capital 1,000.00 

B, Capital 1,000.00 

Loss on Sale of Business 2,000.00 


Distribution of funds, sifter the disposal of the inventory and 
the receivables, the collection of the cash, and the division of the loss 
between the partners, the balance sheet of the business is as follows: 


A AND 3 
Balance Sheet 
November 3, 19 — 

Assets Liabilities and net Worth 

Cash So", 000.00 Accounts Payable $ 9,000.00 

A, Loan....' 5,000.00 

.4, Capital 24,000.00 

B, Capital 19,000.00 


S5T.000.00 


S57.000.00 


The distribution of cash should be made in the following order: 

(1) In payment of liabilities to outside creditors: 

Accounts Pavable 9,000.00 

Cash . . ' 9,000.00 

(2) In payment of partner’s loan : 


.4, Loan 5,000.00 

Cash 5,000.00 


(3) In payment of partners’ capitals: 


A, Capital 21,000.00 

B, Capital 19,000.00 

Cash 43,000.00 


Partner with a debit balance. It sometimes happens that a 
partner has a debit balance in his Capital account as a result of 
operating losses, drawings, and losses on the disposal of assets during 
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the liquidation of the business Three illustrative cases are pre- 
sented 

Case 1 Assume that, after the sale of all assets and the payment of lia- 
bilities, the trial balance of a partnership ledger shows the following bal- 
ances 


Cash 

M, Capital 

N, Capital 


20 000 00 
5 00Q00 

25 000 00 

2a 000 00 25 000 00 


The entire cash balance should be paid to N this payment would re- 
duce his capital credit to $5 000 00 He has a right to collect $5,000 00 
from M 

Case 2 Assume that, after the sale of all assets and the payment of 
liabilities to outside creditors, the trial balance of a partnership ledger shows 
the following balances 


Cash 

O Capital 

O, Loan 

P, Capital 


25 000 00 

2,000 00 

3 000 00 

24 000 00 

27 000 00 27 000 00 


Enough of the credit in O' s Loan account should be transferred 
to his Capital account to make good the debit balance in his Capital 
account, this is accomplished by the following entry 

O Loan 2 000 00 

0, Capital 2,000 00 

To apply the right of offset by transferring $2 000 00 
of O s loan to his capital 


The payments to partners will then be made as indicated by the 
following entries 

O, Loan 1,000 00 

Cash 1 000 00 

To record the payment of O a loan. 

P, Capital 24 000 00 

Cash 21 000 00 

lo record the payment of P s capital 

Case S In this case it is assumed that, after the sale of all assets and 
the payment of all liabilities, a partnership s trial balance appears as follows 


Cash 
R Capital 
£ Capital 
T, Capital 


20 000 00 
5 000 00 


15 000 00 
10 000 00 


25 000 00 25 000 00 
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THE PARTNERSHIP (CONCLUDED) 

Profits and losses were divided a* follows: R, 20%: S, 40%; T, 40%. 

R should pay $5, 000.00 cadi into the partnership to make good the debit 
balance in his Capital account: if he does so, there will be $25,000.00 cash 
on hand, which will be sufficient to pay 5 and T in full. 

But suppose that it is desired to distribute the $20,000 00 of cash 
on band to <$ and T before it is known whether or not R will pay in the 
$5,000.00. In determining how to dhode the cash between 5 and T, te 
should remember that, if R fails to pay in the $5,000.00, this lo=s will have 
to be borne by <S and T in their profit and loss ratio. In the past. S and T 
each had 40% of the profits or losses; that is to say, their shares of profits 
or losses were equal. Therefore, if R should fail to pay in the .$5,000.00, 
5 and T would share the loss equally. Accordingly, they should be paid 
down to $2,500.00 each. The entry to record the payment is: 


S, Capital . 12.500 00 

T, Capital 7,500 00 

Cash.. . 20,000 00 

To record the distribution, of cash to & and T. 

The resulting trial balance will be: 

R, Capital. . . 5,000 00 

£, Capital . ... . 2,500 00 

T, Capital 2,500 00 


5.000 00 5,000 00 



CHAPTER 18 
The Corporation 

Definition. Probably the most famous definition of the corpora- 
tion is the one given m 1819 by Chief Justice Marshall in the Dart- 
mouth College case decision, m which he described a corporation as 
“an artificial being, invisible, intangible, and existing only in con- 
templation of law ” This definition emphasizes one of the chief 
characteristics of the corporation, namely, its separate entity. 
Certain other characteristics are mentioned m the following defini- 
tion quoted from the Standard Dictionary “A corporation is an 
artificial person created by law, consisting of one or more natural 
persons umted in one body under such grants as secure a succession 
of members without changing the identity of the body, and empow- 
ered to act m a certain capacity or to transact business of some desig- 
nated form or nature like a natural person ” 

Corporate management If a business is organized as a corpora 
tion, the stockholders are its owners, but they have no authority to 
transact its business The stockholders elect directors, to whom the 
general management of the business is committed In most states, 
a person cannot serve as a director of a corporation unless he is one 
of its stockholders 

Although the directors are charged with responsibility for the 
general management of the business, their duties are to a consider- 
able extent supervisory, since most of the detailed work of manage- 
ment is performed by officers elected by them The officers usually 
include a president, a vice-president, a secretary, and a treasurer 
Sometimes one individual holds more than one office, for instance, 
one person may be secretary and treasurer On the other hand, 
there may be se\ eral vice presidents, an assistant secretary, and an 
assistant treasurer The president usually is the ranking officer, but 
m some corporations there is an officer called the chairman of the 
hoard, whose rank is superior to that of the president The secre 
tary is the official custodian of the corporate records and seal The 
treasurer is the chief financial officer 

Although the officers have general control over the various func- 
tions of the business, other employees are charged with the responsi- 
bility of performing much of the detailed work The lands and 
number of employees differ in every business, and it therefore is 
impossible to draw up a standard personnel chart, the chart on 
page 251 is merely one illustration of the flow of authority 
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Organization of a corporation If a corporation is to be organ 
ized, an attorney should be consulted, beca lse the laws of the various 
states differ regarding the rights and du les of corporations organ 
ized under their laws and the procedure tor organizing corporations 
Since the procedure differs in the v nous states, and since the 
organization of corporations is the work of an attorney rather than 
that of an accountant, the subject »vill not be discussed m detail 
here 

In general, and subject to the exceptions incident to the diversity 
of laws, the organization of a corporation involves steps somewhat 
as follows 

(1) An application, signed by a required number of incorporators, 

is filed with a designated state officer This application 
states among other things 

(a) The name of the corporation 

(b) The nature of the business which it is desired to con 

duct 

(c) The amount of the authorized capital stock, and the 

number of shares into which ’t is to be divided 

(d) The names and the addresses of the original sub- 

scribers to the stock 

(e) The assets paid into the corporation by these sub- 

scribers 

(2) If the application is approv ed, a charter (which is often the 

approved application itself) is received from the state 
officer with whom the application was originally filed 
This charter evidences the fact that the corporation has 
been organized and is authorized to conduct business 

(3) A meeting of the incorporators (or stockholders) is held for 

the purpose (among other things) of electing directors 

(4) A meeting of the directors is held, and officers are elected 

(5) Capital stock certificates are issued to the stockholders 

Stock certificates Investments in the capital stock of a cor- 
poration are evidenced bj stock certificates Blank stock certifi 
rates are bound m books with stubs, like check books The stock 
certificate shown on page 253, which is still attached to its stub, has 
been filled out for issuance to George Tuttle, as evidence of his in- 
vestment of $800 00 m The Marquis Corporation 

The certificate has been signed by the secretary and the president 
of the corporation, and ready to be detached, stamped with the 
corporation's seal, and given to Tuttle The stub, which will re 
main in the certificate book, shows the essential facts about the 
certificate 
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The important facts shown by the certificate and the stub are 


Certificate No 
Number of shares 
Authorized capital 
Number of authorized shares 
Par value per share 
Issued to 

Name of corporation 
Date of issuance of certificate 


Shown by Certificate Shown by Stub 
3 3 


$5,000 00 
50 

$100 00 

George Tuttle George Tuttle 

The Marquis Corporation 

July 1, 19— July 1, 19 — 


The use of the blank spaces in the stub will be explained in the 
next section. 

Transfer of shares. One of the advantages of the corporate 
form of business organization is that each stockholder has a right to 
transfer all or a portion of his interest in the capital stock without 
the consent of the other stockholders Suppose, for instance, that 
Tuttle wishes to sell two shares of his stock to Henry Reid Tuttle 
will fill m the endorsement form which is printed on the back of the 
certificate, as follows. 


Fof Value Received, hereby sell, 

transfer and assign to Henry Reid 

Two 

Shares of stock within mentioned and hereby authorize 

F K Patterson 

to make the necessary transfer on the books of the Corporation 

WITNESS _EL hand and seal this L^L_day of 

August ( 19 — 

Witnessed by 
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When the stock certificate is presented to the corporation for 
transfer of the stock, the certificate is canceled and attached to the 
stub from which it was originally taken. The open st ubs (stubs to 
which no unissued or canceled certificates are attached) will indicate 
the certificates still outstanding. 

In accordance with the terms of Tuttle’s endorsement, two new 
certificates will be issued: one certificate to Henry Reid for the two 
shares which Tuttle sold to him, and’ 
another certificate to Tuttle for the 
six shares which he retained. The fol- 
lowing is the stub of the new certificate 
issued to Reid; the stub of the cer- 
tificate for six shares issued to Tuttle 
would be similarly filled in. 

Transfe'r agent and registrar. 

Large corporations, particularly those 
whose stock is listed on a stock ex- 
change, may (either by requirement 
of the stock exchange or voluntarily) 
engage a transfer agent and a regis- 
trar- to perform the duties incident to 
the issuance and transfer of shares 
and the keeping of records showing 
the names and addresses of stock- 
holders and the number of shares 
owned by each stockholder. A bank 
or trust company usually is engaged 
to perform the duties of transfer 
agent, and another bank or trust company is engaged to perform the 
duties of registrar. 

The employment of a transfer agent and a registrar serves as a 
safeguard to the stockholders. When certificates are to be trans- 
ferred, they are delivered to the transfer agent, who cancels the old 
certificates, signs the new certificates, and passes them to the regis- 
trar, who also signs them. Records of the stockholders are kept by 
the transfer agent. The registrar's chief function is to act ns a 
control against any possible overissuance of stock, and for this pur- 
pose the registrar maintains a record showing the aggregate number 
of shares outstanding. 

Classes of stock. Shares of stock entitle their holders to four 
basic rights, namely: 


Certificate No. £, 

For £ Shares 

Issued to 

Henry Held 

Transferred from 
George Tuttle 


nv e August 5, t9 -~ 


Original 

Certificate 

No. 

Number of 
Original 
Shares 

Number of ; 

Shares ! 
Transferred' 

3 

8 

2 j 


(1) To share in the management: that is, to vote at the stock- 
holders’ meetimrs. 
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(2) To share in the profits, that is, to receive dividends when 

they are declared by the directors 

(3) To share in the distribution of the assets of the corporation 

if it is dissolved 

(4) To subscribe to any additional issues of stock of the class 

held This is known as the preemptive right 

If there is only one class of stock, these four rights are enjoyed 
proportionately share and share alike, by all stockholders 

If there are two or more classes of stock, one class may enjoy 
more than its proportionate share of some right, or may have some 
right curtailed Thus, preferred stock may enjoy special privileges 
in the matter of dividends or in the distribution of assets in hquida 
tion, on the other hand, the preferred stockholders may have no 
right to vote, or have a right to vote only under certain -conditions, 
such as the failure of the corporation to pay preferred dividends for 
a stated period of time 

No par value stock Until 1912, the capital stocks of all cor- 
porations in this country had a par value In that year, the first 
American law permitting the issuance of stock without par value was 
passed in New York Other states have since passed similar laws 

Advantages of no-par stock The par \ alue of a share of stock is 
usually of little significance, compared to the book value and the 
market value Printing a par value on a certificate has made it 
easy for promoters to extract money from the uninformed and the 
unsuspecting There is an inevitable attraction about a $100 00 share 
of stock offered for $50 00 and many people find it impossible to resist 
such an offer The omission of a par value may cause some prospee 
live buyers to make inquiries regarding the issuing company’s net 
assets and earnings 

No par \ alue stock has another great advantage It a\ oids the 
discount liability If a share of stock with a par value of $100 00 is 
issued for $90 00, the purchaser incurs a discount liability of $10 00, 
and may be required to furnish that amount of cash for the payment 
of the corporation's debts But if a no par value share is sofcf for 
$90 00, there is no discount liability Discount is the difference 
between a par \alue and a lower issuing price, if there is no par 
value, there can be no discount and therefore no discount liability 

Recording the issuance of stock The issuance of capital stock 
involves four steps, namely 

(1) The charter authorization for the issuance 

(2) The obtaining of subscriptions to the stock, that is ob- 

taining subscribers’ agreements to purchase and pay for 

the stock 
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(3) The collection of the subscriptions. 

(4) The issuance of the certificates. 

The entries to record the issuance of capital stock will depend 
upon whether: 

(a) Subscriptions are received for all or only a portion of 

the authorized shares. 

(b) Any time elapses between the taking of the subscrip- 

tions and their collection. 

(c) The shares have a par value, or are without par value. 

Illustrative entries. The remainder of this chapter contains a 
number of illustrations of entries to record the authorization and 
issuance of stock. In each case it is assumed that the company is 
authorized to issue only common stock. The illustrations show the 
entries to be made under the following conditions: 

(A) Subscriptions are received for all the authorized shares; no 

time elapses between the taking of the subscriptions and 

their collection. 

(1) Entries for par value stock. 

(2) Entries for no par value stock. 

(B) Subscriptions are received for less than all the authorized 

shares; time elapses between the taking of the subscrip- 
tions and their collection. 

(1) Entries for par value stock. 

(2) Entries for no par value stock. 

Group A Illustrations. Subscriptions are Received for All the 
Authorized Shares; No Time Elapses Between the Taking of 
the Subscriptions and Their Collection. 

Entries for par value stock. In the three following illustrations 
it- is assumed that a corporation is organized with an authorized 
issue of 1,000 shares of common stock of -S100.00 par value, that sub- 
scriptions arc received for all the authorized shares, and that the sub- 
scriptions are immediately collected in full and the shares issued. 
All entries are given in journal form. 

First illustration. In this illustration it is assumed that the stock 
is issued at par. The entry for the issuance is: 

Cash 100,000.00 

Capital Stock 

Issuance, at par, of 1,000 authorized shares of 
$100.00 par value. 


100,000.00 
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Second illustration. In this illustration it is assumed that the 
stock is issued at $110.00 per share. 

Cash 110,000 00 

Capital Stock 100,000 00 

Premium on Stock 10,000 00 

Issuance, at 110, of 1,000 authorized shares of 
$100 00 par value 

Third illustration. In this illustration it is assumed that the 
stock is issued at $90.00 per share. 

Cash 90,00000 

Discount on Stock 10,000 00 

Capital Stock 100,000 00 

Issuance, at 00, of 1,000 authorized shares of 
$100.00 par value. 

Entries for no-par stock. In the following illustrations it is 
assumed that a corporation is organized with an authorized capitali- 
zation of 1,000 shares of stock without par value, that subscriptions 
are received for all these shares at $75.00 each, that the subscrip- 
tions are immediately collected, and that the certificates are issued. 

First illustration. The laws of some states require that the entire 
amount received for no-par stock shall be regarded as fixed capital 
and credited to a capital stock account. Under these conditions, 
the entry to record the issuance of the stock would be: 

Cash 75,000 00 

Capital Stock 75,000 00 

Issuance of 1,000 authorized no-par shares at 
$75 00 

Second illustration. Some states allow corporations to credit a 
surplus account with a portion of the proceeds of the issuance of no- 
par stock, and some states allow corporations to use such surplus 
for dividends. This is regrettable, because it destroys the distinc- 
tion between paid-in capital and surplus produced by operations. 

If a corporation is organized under the laws of a state which per- 
mits this practice, it may stiff credit Capital Stock with the entire 
proceeds. However, if the directors pass a resolution that, of the 
$75.00 proceeds from the issuance of the stock, $25 00 is to be re- 
garddti as surplus, the accountant will record the issuance as follows: 

*Cash .. . . 75,000 00 

Capital Stock 50,000 00 

Paid-In Surplus 25,000 00 

To record the issuance, at $75 00 per share, of 1 ,000 
authorized no-par shares, $25,00000 credited to 
Paid-In Surplus in accordance with a resolution of 
the directors 
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Group B Illustrations. Subscriptions Are Received for Less 
than All the Authorized Shares; Time Elapses Between the 
Ta k ing of the Subscriptions and Their Collection. 

Information to be shown by the accounts. If subscriptions are 
received for less than the total authorized issue, and if time elapses 
between the taking of the subscriptions and their collection, the 
accounts should show the following information: 

(1) The stock authorized. 

(2) The subscriptions received; tjhose collected; and those not 

collected. 

(3) The portion of the authorized stock issued; the portion of 

the authorized stock not issued: and the portion of the 
unissued stock for which subscriptions have been received. 

The entries to record these facts are illustrated below. 

Entries for par value stock. In the following illustrations it is 
assumed that the authorized stock consists of 1,000 shares of 
S100.00 par value, and that subscriptions are received for only 
$75,000.00 par value. 

First illustration. In tills illustration it is assumed farther that 
the $75,000.00 par value of stock is subscribed for at par, and that 
the subscriptions are immediately collected. The entries are: 


Unissued Stock 100,000.00 

Capital Stork Authorized 100,000.00 

To record the authorization of 1,000 shares of 
stock of SI 00. 00 par. 

Cash 75,000.00 

Unissued Stock. . 75,000.00 

To record the collection of subscriptions to 
$75,000.00 par value of stock and the issuance 
of certificates. 


The facts relative to the capital stock are now shown in the ac- 
counts as follows: 

Capital Stock Authorized $100,000.00 

Unissued Stock . $25,000.00 

The difference between the balances of the two accounts is the 
$75,000.00 par value of the issued stock. 

Second illustration. This illustration is the same as the preced- 
ing one except that it is now assumed that some time elapses be- 
tween the date when the subscriptions are received and the date 
when they are collected and the stock is issued. During this inter- 
val, a Subscriptions Receivable account should be carried on the 
books to show the amount receivable from the subscribers, and a 
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Stock Subscribed account should show the par value of the stock 
subscribed for. The entries are: 


Unissued Stock 100,000 00 

Capital Stock Authomed 100,000 00 

Authorization of 1,000 shares of $100 00 par 
value 


Subscriptions Receivable 75,000 00 

Subscribed Stock 75,000 00 

Subscriptions lor 750 shares at par 

Cash 75,000 00 

Subscriptions Receivable 75,000 00 

Collection of subscriptions 

Subscribed Stock 75,000 00 

Unissued Stock 75,000 00 

Issuance of stock subscribed and fully paid for 


Third, illustration. In this illustration it is assumed that, of the 
$75,000 00 of subscriptions, SG0, 000 00 is collected and the stock is 
issued. The entries are* 


Unissued Stock 

100,00000 


Capital Stock Authorized 

Authorization of 1,000 shares of SI 00 00 par 


100,00000 

Subscnptions Receivable 

75,000 00 


Subscnbed Stock 

Subscnptions for 750 shares at par 

75,00000 


Cash 

60,000 00 


Subscriptions Receivable 

Collection of subscnptions to stock of $60,000 00 
par value 

60,000 00 


Subscnbed Stock 

60,000 00 


Unissued Stock 


60,000 00 


Issuance of certificates for fully paid shares 


The account balances resulting from these entries are: 

Capital Stock Authomed $100,000 00 

Unissued Stock $40,000 00 

Subscribed Stock 15,000 00 

Subsen pttons Receivable 15,000 00 

Cash 60,000 00 

In this illustration the $60,000 00 collected represented the entire 
subscription price for GOO shares, and nothing was collected on the 
subscriptions for the other 150 shares. Since the subscriptions for 
600 shares were collected, the certificates for these shares were 
issued, and an entry was made to record the issuance of the shares. 

If the $60,000 00 collection had represented a partial collection 
on the 750 shares, the entry recording the issuance of certificates 
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would not have been made, and the account balances would have 
been as follows: 


Capital Stock Authorized . . . 
Unissued Stock . . 
Subscribed Stock. . 
Subscriptions Receivable. . 
Cash . . 


$100,000.00 

.. $ 100 , 000.00 

75,000.00 

15,000.00 

. 00,000.00 


Fourth illustration. This illustration is similar to the third illus- 
tration except that it is now assumed that the $75,000.00 par value 
of stock is subscribed for at 110. 


Unissued Stock . . ... 

Capital Stock Authorized. . . 

Authorization of 1,000 shares of $100.00 par. 

100,000.00 

100,000.00 

Subscriptions Receivable 

Subscribed Stock 

Premium on Stock 

Subscriptions for 750 shares at 110. 

S2, 500.00 

75,000.00 

7,500.00 

Cash 

Subscriptions Receivable. . 

Collection of subscriptions to stock of $00,000.00 
par. 

66,000.00 

66,000.00 

Subscribed Stock 

Unissued Stock 

60,000.00 

60,000.00 


Issuance of fully paid shares. 


Fifth illustration. Tills illustration also is similar to the third 
illustration except that it now is assumed that the $75,000.00 par 
value of stock was subscribed for at 90. 


Unissued Stock .... .... . 100,000.00 

Capital Stock Authorized ... . 100,000.00 

Authorization of 1,000 shares of $100.00 par. 

Subscriptions Receivable 67,500.00 

Discount on Stock . . 7,500.00 

Subscribed Stock 75,000.00 

Subscriptions to $75,000.00 par value of stock 
at 90. 

Cash 5-1,000.00 

Subscriptions Receivable 51,000.00 

Collection of subscriptions to stock of $60,000.00 
par value. 

Sub$cri!>ed Stock 60,000.00 

Unissued Stock 60,000.00 

Issuance of certificates. 


Entries for no-par stock. In tbe following illustrations it is 
assumed that the authorized issue of stock consists of 1.000 shares of 
no par value; that subscriptions are received for 750 shares at 
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$100 00 per share , and that no portion of the proceeds of the issuance 
of stock is to be credited to Paid-In Surplus 

When stock is without par value, the entry debiting Unissued 
Stock and crediting Capital Stock Authorized (made to record the 
authorized issue of par value stock) cannot be made, because there 
is no par value to use as a dollar amount for the entry Instead, a 
memorandum notation of the number of authorized shares is made 
in a Capital Stock Issued account, as follows 


Capital Stock Issued 

) J III S (Aul theorized issue 1 000 sharjes)j J 

First Illustration It is first assumed that 750 shares of stock are 
issued for cash, no time intervening between the date of subscrip- 
tion and the date of collection The only entry required to record 
these facts is 

Cash 75 000 00 

Capital Stock Issued 7o 000 00 

Issuance of 750 shares at $100 00 

After this entry is posted, the Capital Stock Issued account will 
appear as follows 


Capital Stock Issued 

|| III | (Au|th|.onzed i&>ue, 1 000 sharles)! j 

|| Ml | Da|teJ Issued 750 shares | |75 000|00 

Second illustration This illustration is the same as the preced- 
ing one except that it is now assumed that some time elapses between 
the date when the subscriptions are received and the date when the 
subscnptions are collected and the stock is issued The entries, in 
addition to the memorandum of the authorized shares, arc 


Subscriptions Receivable 
Subscribed Stock 

Subscnptions to 7SO shares at $100 00 
Cash 

Subscnptions Receivable 
Collection of subscriptions 

Subscribed Stock 

Capital Stock Issued 
Issuance of fully paid shares 


75 000 00 

75 000 00 


75 000 00 


75 000 00 

75 000 00 


Third illustration In this illustration it is assumed that, of the 
$75,000 00 of subscriptions, $60,000 00 is collected and the stock is 
issued In addition to the memorandum m the Capital Stock 
Issued account showing the number of authorized shares, the entries 
on the following page are made 
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Subscriptions Receivable 75,000.00 

Subscribed Stock 75,000.00 

Subscriptions to 750 shares at §100.00. 

Cash 00,000.00 

Subscriptions Receivable 00,000.00 

Collection of subscriptions for 000 shares. 

Subscribed Stock 00,000.00 

Capital Stock Issued 00,000.00 

Issuance of GOO full}' paid shares. 


Capital stock in the balance sheet. The balance sheet should 
give information about the number of shares of stock authorized, 
the number issued, and the number unissued. Several illustrations 
are given below. 

First illustration. The authorized issue consists of 1,000 shares 
of S100.00 par value; the only account with capital stock is: 

Capital Stock $100,000.00 

The facts are shown in the balance sheet as follows: 

Not Worth: 

Capital Stock — $100.00 Par Value; Authorized and Issued, 

1,000 Shares $100,000.00 

Second illustration. The authorized issue consists of 1,000 
shares of $100.00 par value; the accounts with capital stock have 
the following balances : 

Capital Stock Authorized $100,000.00 

Unissued Stock $25,000.00 

The facts are shown in the balance sheet as follows: 

Net Worth: 

Capital Stork — $100.00 Par Value; Authorized, 1,000 Shares; 

Issued, 750 Shares $75,000.00 

Third illustration. The authorized issue consists of 1,000 shares 
of no par value, all of which have been issued. The only account 
with capital stock is: 

Capital Stock Issued $S5, 000.00 

The facts are shown in the balance sheet as follows: 

Net Worth: 

Capital Stock — No Pur Value; Authorized and Issued, 

1,000 Share? $55,000.00 

Fourth illustration. The authorized issue consists of 1,000 shares 
of no par value. The Capital Stock Issued account is shown on 
the following page. 
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Capital Stock Issued 


j (Aujthjonzed issue 1 000 shares)! 

Julyj lj Issued 500 shares |50 00000 


The facts are shown in the balance sheet as follows 

Net Worth 

Capital Stock — No Par \ aluc Authorized 1 000 Shares 
Issued 500 Shares $50 000 00 


Stock subscribed for, subscriptions uncollected Assume that 
the authorized issue of stock consists of 1,000 shares of $100 00 par 
value, and that the accounts contain the following balances 


Capital Stock Authorized 
Unissued Stock 
Subscribed Stock 
Subscriptions Receivable 
Cash 


*100 00000 

*40 000 00 

15,00000 

15 000 00 
00 000 00 


If it is expected that the subscriptions will be collected in the 
near future, they may be shown in the balance sheet under the Cur 
rent Asset caption but they should be clearly shown as eubsenp 
tions to capital stock The balance sheet will then appear as follows 


Balance Sheet 


Current Assets 

Cash *60000 00 

Subscriptions to Cap tal 
Stock 1500000 


*75 000 00 


Net Worth 

Capital Stock— *100 00 Par 
Value Authorized 1 000 
Shares Issued, 600 Shares *60 000 00 
Subscribed but not Issued, 

150 Shares 15000 00 

*75000 00 


If there is no immediate intention to call on the subscribers for 
the uncollected balances of their subscriptions the subscriptions 
receivable may still be shown on the asset side of the balance sheet, 
but under the caption of Other Assets 

Premium and discount in the balance sheet The balances of 
Premium on Stock and Discount on Stock accounts should be shown 
in the Net Worth section of the balance sheet in the manner illus 
trated below 
Net Worth 

Capital Stock — *100 00 Par Value Author 
lzed and Issued 1 000 Shares *100 000 00 

Premium on Stock 10 000 00 *11000000 

Earned Surplus 2o 000 00 

Net Worth 

Cap tal Stock — $100 00 Par Value Author 
ized and Issued, 1 000 Shares *100 000 00 

Discount on Stock 10 000 00 * 90 000 00 

Earned Surplus 25 000 00 
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If some shares are issued at a discount while other shares are 
issued at a premium, the amount of discount should be shown in a 
Discount on Stock account and the amount of premium should be 
shown in a Premium on Stock account. The stockholder who ac- 
quired his stock at a discount is not relieved of his discount liability 
merely because some other stockholder acquired his stock at a 
premium. 

Paid-in surplus in the balance sheet. If only a portion of the 
proceeds of no-par stock is credited to a capital stock account, and 
the remainder is credited to a Paid-In Surplus account, the facts 
may be shown in the balance sheet as follows: 

Net Worth: 

Capital Stock — No Par Value; 

Issued, 1,000 Shares 
Paid-In Surplus 
Earned Surplus 

Or as follows : 

Net Worth: 

Capital Stock — No Par Value; Authorized and 
Issued, 1,000 Shares $50,000.00 


Surplus: 

Paid-In.... $10,000.00 

Earned . 15,000.00 25,000.00 


Authorized and 

.. $50,000 00 
.. 10 , 000,00 $ 00 , 000.00 
15,000.00 



CHAPTER 19 

The Corporation (Continued) 

Preferred stock Preferred stocks differ with respect to the 
special rights conferred upon their holders Thus, stock may be 
(1) Preferred as to dividends 

Such stock entitles its holders to a dividend of a stipulated 
rate, or amount per share, before any dividend is paid on 
the common stock Preferred stockholders have no right 
to dividends, however, unless the company has a surplus 
available for dividends, and even m that case they have 
no right to demand dividends unless the directors declare 
them Stock which is preferred as to dividends may be 

(a) Cumulative, in which case all dividends in arrears on 

preferred stock must be paid before dividends can 
be paid on the common stock 
To illustrate, assume $100,000 00 par value of 6% 
cumulative preferred stock, $100,000 00 par value 
of common stock, and surplus of $30,000 00, no 
dividends have been paid on the preferred stock for 
four years Since the preferred stock is cumulative, 
the preferred stockholders are entitled to dividends 
of $24,000 00 before any dividends can be paid to 
the common stockholders 

(b) Noncumulative, in which case a dividend lost in one 

year is lost forever 

Stock which is preferred as to div idends may be 

(a) Fully participating, or entitled to dividends at as high 
a rate as the dividends paid on the common stock 
To illustrate, assume $100,000 00 par v alue of 6% 
fully participating preferred stock, $200,000 00 par 
value of common stock, no preferred dividends in 
arrears, and surplus of $27,000 00 
The preferred stock is entitled to a 6% dividend, or 
$6,000 00 

A 6% dividend (or $12,000 00) may then be paid to 
the common stockholders without making any ad- 
ditional dividend payment to the preferred stock- 
holders 
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But if a 9% dividend (§18,000.00), instead of a 6 % 
dividend, is paid to the common stockholders, an 
extra 3% must be paid to the preferred stock- 
holders. 

(b) Partially participating, or entitled to participate with 

the common stock, but, only to a limited degree. 
For instance, the preferred may carry a 6% prefer- 
ence rate, with a right to participate to S%. 

(c) Nonparticipating, or entitled to receive its stipulated 

preferred dividend but no more, regardless of the 
rate paid on the common stock. 

If the preferred stock is noncumulative and nonparticipating, 
its holders have a right to only the stipulated rate of re- 
turn, regardless of the profits earned; and if a dividend is 
not paid in one year, the right to it is forever lost. On the 
other hand, if the stock is participating and cumulative, 
the preferred stockholders will receive as high a rate of 
dividend as the common stockholders receive, and the pre- 
ferred dividend for every year must be paid before any- 
thing can be paid to the common stockholders. 

If a corporation is successful, and its preferred stock is non- 
participating, the common stockholders may receive larger 
dividends than those paid to the preferred stockholders. 
.‘Vs a consequence, the common stock may have a much 
higher market value than the preferred stock. 

Preferred as to assets. 

In the event of dissolution and liquidation, stock that is pre- 
ferred as to assets is entitled to payment in full before any 
distribution is made on the common stock. 

To illustrate, assume §100,000.00 par value of preferred 
stock, §100,000.00 par value of common stock, and assets 
of only §150,000.00 after paying all liabilities. If the pre- 
ferred stock is preferred ns to assets, §100,000.00 should be 
paid to the preferred stockholders, and only §50,000.00 to 
the common stockholders. If the preferred stock is not 
preferred as to assets, the assets should be divided be- 
tween the common and the preferred stockholders in the 
Tatio of the par value of the two classes of stock — in this 
case, equally. 

The preference as to assets may extend only to the par of the 
stock, or the preferred stockholders may have a right to 
receive par and all dividends in arrears. Just what the 
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preferred stockholders’ rights are must be determined in 
each case by reference to the stock certificate or the 
charter. 

The fact that stock is preferred as to dividends does not 
make it preferred as to assets also, nor is stock which is pre- 
ferred as to assets necessarily preferred as to dividends 
also 


Accounts with various classes of stock. If several classes of 
stock are issued, the account titles for each class should clearly indi- 
cate its nature For instance, a ledger might contain the following 
accounts. 

Unissued Stock — Common 
Capital Stock Authorized — Common 
Subscriptions Receivable — Common 
Subscribed Stock — Common 
Unissued Stock — 7% Preferred 
Capital Stock Authorized — 7% Preferred 
Subscriptions Receivable — 7% Preferred 
Subscribed Stock — 7% Preferred 
Discount on Stock — Common 
Premium on Stock — 7% Preferred 

To illustrate the use of such accounts, assume the following 
facts: 

Common stock 

The authorized issue is 1,000 shares of S100 00 par value; 
750 shares are subscribed at 90, subscriptions for 600 
shares are collected and the stock is issued. 

Preferred stock — 7%: 

The authorized issue is 500 shares of $100 par value; 400 
shares are subscribed at 110, subscriptions for 250 shares 
are collected and the stock is issued. 


Following are the entries to record the facts just mentioned. 


Unissued Stock — Common 

Capital Stock Authorized — Common 
Authorization of 1,000 shares of $100 00 par 

100,000 00 

100,000 00 

Subscriptions Receivable — Common 

Discount on Stock — Common 

Subscribed Stock — Common 

To record subscriptions to 750 shares of common 
stock at 90 

67,500 00 
7,500 00 

75,000 00 

Cash 

Subscriptions Receivable — Common 

54,000 00 

54,00000 


To record collection of subscriptions to 600 
shares 
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Subscribed Stock — Common CO, 000 00 


Unissued Stock — Common . 

Issuance of GOO shares for which subscriptions 
lw\ e been collected. 


60,000 00 

Unissued Stock — 7 C ,' C Preferred 

Capital Stock Authorized — 7 % Preferred 
Authorization of 500 shares of $100.00 par. 

50,000.00 

50,000.00 

Subscriptions Receivable — 7 r ' ( Preferred 

Premium on Stock — 7 ( ~ c Preferred 

Subscribed Stock — 7% Preferred 

To record subscriptions to -100 shares at 110 

•14,000.00 

4,000.00 

40,000.00 

Cash . 

Subscriptions Receivable — 7 r / c Preferred 

To record collection of subscriptions to 250 
shares. 

27,500 00 

27,500.00 

Subscribed Stock — 7 r ' c Preferred 

Unissued Stock — 7% Preferred. 

25,000 00 

25,000 00 


Issuance of 250 shares for v, hieh subscriptions 
have been collected. 


Common and preferred stock in the balance sheet. If there are 
two classes of stock, the amounts thereof should be shown separately 
in the balance sheet, and the special rights of the preferred stock 
should be described briefly. No attempt need be made to divide 
the surplus in order to show the rights of the two classes of stock 
therein. The balance sheet presentation of the facts may, there- 
fore, be as follows: 


Net Worth: 

Capital Stock — $100 00 Par Value: 

Preferred, G% Participating, Cumulative; 

Authorized and Issued, 1,000 Share* . S 100,000.00 
Common, Authorircd and Issued, 1,000 
Shares . 100,000.00 

Total Capital Stock . $200,000 00 

Earned Surplus . ‘ . 75,000 00 

Total Net Worth 


$275,000.00 


Stock issued for property. When par value stock is issued for 
property other than cash, the question arises of whether the property 
is really worth the par of the stock issued. If it is not worth the par 
of the stock, a Discount on Stock account should be debited with the 
excess of the par of the stock over the value of the property. Such 
a debit to Discount on Stock is not likely to be made, however, be- 
cause directors are disposed to value the property at the par of the 
stock, and in so doing they are acting within their legal powers, for 
the law allows directors great latitude in exercising their discretion 
regarding the value of property acquired by issuance of shares of 
stock. 
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One of the adv antages of no-par stock is that it reduces the in- 
centi\e to overvalue assets, because it is not necessary to inflate 
the valuation of property received for stock in order to balance the 
par value of the stock If stock without par value is issued, the 
property can be recorded at its fair value, and a capital stock ac- 
count can be credited with the same amount However, the use of 
no-par stock has not done aw ay entirely with the overvaluation of 
assets issued for stock 

Stock values The following terms are used in expressing differ- 
ent bases for the valuation of stock 

Par value This is a nominal value, printed on the certificate 
For instance, if a corporation is authorized to i=sue S100,000 00 of 
capital stock, represented by 1,000 shares, the par value of each 
share is $100 00 

Bool talue The book value of a share of stock of a certain class 
is computed by dividing the total amount of capital stock and sur 
plus applicable to the class by the number of shares of the class 
outstanding *■ 

For instance, if a corporation has 1,000 shares of common stock 
(and no preferred stock) outstanding, and its balance sheet shows 

Capital stock $100 000 00 

Surplus 30 000 00 

Total $130 000 00 

the book value of each share is $130 000 00 — 1,000, or $130 00 

If there is preferred stock outstanding, the preferred stock- 
holders' interest in the surplus will depend upon whether the stock is 
participating, and also upon whether the preferred stock is cumula- 
tive and there are preferred dividends in arrears 

Marl el value This is the price at which a share of stock can be 
sold It depends partly on the book value of the stock and partly 
on the corporation’s earning record and the prospects of future 
profits and dividends 

Liquidation value This is the amount which a stockholder may 
expect to receiv e if the corporation goes out of business, disposes of 
its assets, pays its liabilities, and distributes the residue among its 
stockholders If common stock only is outstanding the liquidation 
value depends on the book value of the stock and the probable 
shrinkage and loss which would be incurred in liquidation If 
common and preferred stocks are outstanding, the liquidation v alues 
of both classes depend also upon whether the preferred stock is 
preferred as to assets 

Redemption value Corporations sometimes issue preferred stock 
with a nght to redeem it The redemption price may be stated in 
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terms such as: par, par and dividends in arrears, or par and a pre- 
mium of $ 5.00 per share. 

Stated value. The concept of stated value is discussed at some 
length in Chapter 20. 

Books peculiar to corporations. Corporations keep tliree books 
which are not kept by individual proprietorships or partnerships. 
These are : 

Subscribers’ ledger. 

Stockholders’ ledger. 

Minute book. 

Subscribers’ ledger. If stock subscript ions are collectible in 
installments, the Subscriptions account in the general ledger is 
debited with the total of all subscriptions and credited with the 
amounts collected from all subscribers. To show the amounts re- 
ceivable from individual subscribers, a subscribers’ ledger may be 
kept. Each subscriber’s account in this ledger is debited with the 
amount of Ids subscriptions and credited with the amounts collected 
from 1dm. 

The Subscriptions account in the general ledger is a controlling 
account, and the subscribers’ ledger is a subsidiary ledger. 

Stockholders’ ledger. The stockholders’ ledger contains an 
account with each stockholder, showing the number of shares issued 
in his name. The entries usually show the number, rather than the 
dollar value, of the shares. 

The stockholders' ledger is controlled by the Capital Stock ac- 
count (or by the difference between the credit balance of the .Capital 
Stock Authorized account and the debit balance of the Unissued 
Stock account). Therefore, the accounts in the stockholders’ ledger 
have credit balances, each stockholder’s account being credited with 
the number of shares issued to him, and debited with the number of 
shares surrendered by him for transfer. 

Minute book. A record of all the actions taken by the stock- 
holders and directors at their meetings is kept by the secretary of 
the company in a minute book. This book docs not contain debit 
and credit entries: it contains a record of events written in narrative 
form, or in the form of resolutions. 

The minute book usually contains a cop}' of the company's by- 
laws. The rights and duties of the stockholders, directors, and 
officers are in general governed by the state corporation law: in 
many particulars, however, they are stipulated by the corporation’s 
own by-laws. The by-laws contain other stipulations with respect 
to the management of the corporation, such a* the dates on which the 
regular meetings of the stockholders and directors shall be held, the 
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formalities to be complied with m calling special meetings, and any 
transactions (such as the issuance of new stock with special pnvi 
leges) that require the approval of the stockholders The by laws 
are usually passed by the stockholders, but in some states they may 
be passed or amended by the directors 

Partnerships and Corporations — Advantages and Disadvantages 
If several people are to contribute capital to a business, a choice may 
be had between the partnership and the corporate form of organiza 
tion The following disadvantages of the partnership form should 
be understood 

(1) Each partner is individually liable for such partnership debts 

as cannot be paid from the partnership assets Stock 
holders are usually not liable for the debts of the corpora- 
tion if they have paid the corporation the full par value of 
their stock 

(2) Partners usually have equal authority m the management of 

the partnership business stockholders have votes m pro- 
portion to the number of shares held In some states, 
preferred stock may be issued without voting rights 

(3) A partnership may be dissolved bv the death, insanity, in- 

solvency or withdrawal of a partner, therefore, the con 
tinued life of the partnership is constantly in jeopardy A 
corporation can bo dissolved only by the expiration of the 
period stated m the charter, by agreement of the stock 
holders by forfeiture of the charter by the state, or by 
judicial decree 

(4) A partner cannot withdraw from a partnership or sell his 

interest to another person without the consent of the other 
partners, if he undertakes to do so without their consent, 
he renders himself liable to a suit for damages A stock 
holder can sell his stock to any willing purchaser whenever 
he desires, the consent of the other stockholders is not 
reqiured 

(5) If a partner dies, the partnership is dissolved, his estate has 

a right to be paid the amount of his interest, but his heirs 
have no right to enter the business as partners without the 
consent of the other partners If a stockholder dies, his 
stock passes to his heirs, who thus acquire an mterest in 
the business 

(6) A stockholder can pledge his stock as collateral to a loan, 

a partner cannot easily pledge his partnership interest 
Therefore, a stockholder is in a better position than a 
partner to borrow needed funds 
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(7) If a partnership needs additional capital, it must be obtained 
from only a few people; a partnership with many partners 
is impracticable. A corporation can raise capital by sell- 
ing stock to innumerable people. 

(S) Except in a few states, partnerships may not hold title to 
real estate; title must be in the name of an individual 
partner. Therefore, a partnership usually finds it ex- 
tremely difficult to make long-term borrowings on bonds. 
A corporation can hold title to real estate, and can pledge 
its property as security to a bond issue. 


On the other hand, the corporation has certain disadvantages: 

(1) The state requires the pajunent of a fee at the time the cor- 

poration is organized, and an annual franchise tax for the 
privilege of continuing operations. 

(2) Since the stockholders are not personally liable for the cor- 

poration’s debts, it is sometimes difficult for a corporation 
to borrow money. Banks frequently refuse to make loans 
to corporations unless certain individual stockholders en- 
dorse the notes. 

(3) Corporations are required to furnish state officials with many 

reports not required of partnerships. 

(4) A corporation receives its charter from one of the states: if 

it desires to do business in other states, it should obtain 
licenses from those states, and pay a license fee to each of 
them. Failure to obtain such licenses may result in losses 
of far greater amount than the fees. For instance, each 
state regards the corporations organized under the laws 
of other states as foreign corporations; a state may refuse 
unlicensed foreign corporations the privilege of bringing 
actions in its courts, and heavy losses may be incurred be- 
cause of the inability to enforce claims by actions at law. 

(5) A corporation has a right to conduct only the kind of 

business mentioned in its charter: to engage in other lines 
of business, it must obtain an amendment of its charter. 

(C) Restrictions of various kinds are placed upon corporations 
by the various states. These restrictions van*. In some 
states a corporation cannot own the stock of another 
corporation; in some states it cannot own its own stock; 
in some states its liabilities cannot exceed a certain per- 
centage of the capital stock. Also, corporations are fre- 
quently prohibited from owning more real estate than is 
required for their business uses. 
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Changing from a partnership to a corporation. To illustrate the 
entries to be made to effect a change from partnership organization 
to corporate organization, let us assume that A and B are partners, 
sharing profits and losses equally, and that their balance sheet 
appears as follows 


Assets 

Cash 

Accounts Receivable 325 000 
Less Reserve for Bad 
Debts 1000 

Merchandse Inventory 


It is decided to incorporate The corporation, to be known as 
The A B Company, is to obtain a charter authorizing the issuance 
of $100,000 00 of capital stock, consisting of 1,000 shares of $100 00 
par value 

A and B expect to sell a portion of this stock later to other 
parties, in anticipation thereof, they make the following adjust- 
ments in the \ aluation of their assets 

The goodwill of the business is to be valued at $0,000 00 
The merchandise inventory is to be written down $2,000 00 
The reserve for bad debts is to be increased $500 00 
After making these adjustments, the two partners are to make 
additional cash investments sufficient to bring their capitals to 
$35,000 00 for A and $25,000 00 for B, and are to take capital stock 
in these amounts 

Adjustment of asset values; additional investments The 
following entries will be made on the partnership books to adjust 
the asset values in accordance with the agreement, and to record the 
additional cash investments 

Goodwill 6 000 00 

Merchandise Inventory 
Reserve for Bad Debts 
A Capital 
B Capital 

To make the adjustments indicated 

Cash 6 500 00 

A Capital 3 250 00 

B Capital 3 250 00 

To record additional cash investments pnor to incor 
poration 


2 000 00 
50000 
1 7o000 
1 7o000 


A ARB B 
Balance Sheet 
December 31, 19 — 

liabilities and Net Worth 

3 5 000 Accounts Payable 3 9 000 

!Net Worth 

24 000 A Captal 330 000 

30 000 B Capital 20 000 50000 

359 000 359000 
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After these entries are posted, the balance sheet of the partner- 
ship, immediately prior to the incorporation, will be: 

A AND B 
Balance Sheet 
December 31, 19 — 

Assets Liabilities a-J ri at Worth 

Cush 511,500 Accounts Payable 3 9,000 

Accounts Receivable . . . §25,000 

Less Reserve for Bad Net Worth: 

Debts 1,500 23,500 A, Capital §35,000 

Merchandise Inventory 2S,000 A Capital 25,000 00,000 

Goodwill 0,000 

§69,000 §09.000 

Alternative procedures. The remaining entries to record the 
change from the partnership to the corporation will depend upon 
whether: 

(1) The partnership books are to be retained for use by the cor- 

poration. 

(2) The partnership books are to be closed and new books are to 

be opened by the corporation. 

Partnership books retained. If the partnership books are to be 
retained as the books of the corporation, the only entries necessary 
to record the change from the partnership to the corporation are 
those required to eliminate the partners' Capital accounts and to set 
up the capital stock accounts. These entries are as follows; 

Unissued Stock 100,000.00 

Capital Stock Authorized .... . . 100,000.00 

To record the authorization of 1,000 shares of 
stock of §100.00 par value. 

A. Capital 35,000.00 

B, Capital 25.000.00 

Unissued Stock . . . 60,000.00 

To record the issuance of POQ shares of stock to 
A and B. in exchange for their capital interests 
in the partnership. 

Partnership books closed; new books opened for corporation. 
If a new set of books is to be u^ed by the corporation, the partner- 
ship books must be closed and the new books must be opened. This 
is accomplished as follows: 

(1) Entries closing the partnership books by recording the trans- 
fer of the assets and the liabilities to the corporation, in ex- 
change for stock of the corporation, as shown on the 
following page. 
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The A B Company 69,000 00 

Reserve for Bad Debts 1.500 00 

Cash 

Merchandise Inventory 
Accounts Receivable 
Goodwill 

To record the transfer of the partnership's assets 
to The A B Company 

Accounts Payable 9,000 00 

The A B Company 

To record the assumption of our liabilities by the 
corporation 

Stock of The A B Company 60,000 00 

The A B Company 

To record the receipt of 600 shares of the corpora 
tion stock in payment for the net assets trans- 
ferred. 


[Cli 15 
\ 


11,500 00 
28,000 00 
25,000 00 
6,000 00 


9,000 00 


60,000 00 


A, Capital 35,000 00 

S, Capri*! 20,00303 

Stock of The A B Company 60,000 00 

To record the division of the stock between the 
partners, and to close their Capital account* 


(2) Entries on the corporation’s books to record the authorized 
issue of stock, the stock subscriptions of the partners, and 
the acquisition of the partnership’s net assets in payment 
of the subscriptions 


Unissued Stock 

100,000 00 


Capital Stock Authorized 

100,000 00 

To record the authorization of 1,000 shares 0 f 
$100 00 par value each 

Cash 

11 500 00 

Merchandise Inventory 

28,000 00 


Accounts Receivable 

25 000 00 


Goodwill 

6,000 00 


Reserve for Bad Debts 

1,500 00 

A and B 


69,000 00 

To record the purchase of the assets of A and B, 
partners 

A and B 

9,000 00 

Accounts Payable 


9,000 00 

To record the assumption of the partnership 
liabilities 

A and B 

60,000.00 


Unissued Stock 


60,00000 

To record the issuance of stock to A and 2} for 
their net assets 

Changing from a corporation to a partnership. 

Corporations 

with a few stockholders are sometimes changed to 

partnerships. 


To illustrate the accounting procedure involved, assume that a 
corporation’s balance sheet immediately before the change is as 
shown on the follon tog page. 
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THE X Y COMPANY 
Balance Sheet 
June 30, 19 — 



Assets 


Liabilities aad Het VTortb 


Cash 

Accounts Receiv- 
able 

Leas Reserve for 

$30,000.00 

$ 6 , 000.00 

Accounts Payable 

Net Worth: 

Capital Stock. . . 

$50,000.00 

$15,000.00 

Bad Debts. . . 
Merchandise 

1,000.00 

29.000. 00 

40.000. 00 
$75,000.00 

Earned Surplus 

10,000.00 

CO, 000.00 

$75,000.00 


X owns $30, 000.00 of stock, and Y owns $20,000.00. Hence 
A"’s interest in the surplus is $6,000.00, and T’s interest is $4,000.00. 

Entries if corporation books are retained. If the corporation’s 
books are to be used by the partnership, the only entry to record the 
change in the form of organization is: 

Capital Stock 50,000.00 

Earned Surplus 10,000.00 

A', Capital 30,000.00 

Y, Capital 21,000.00 

To record the change from corporate to partner- 
ship form of organization. 

New books for the partnership. If a new set of books is to be 
used by the partnership, the corporation’s books must be closed and 
new books must be opened. This is accomplished as follows: 

C 1 ) Entry on the corporation’s books: 

Capital Stock 50,000.00 

Earned Surplus . . . 10,000.00 

Accounts Payable 13,000.00 

I leservo for Bad Debts . . . . . . 1,000.00 


Cash . G, 000.00 

Accounts Receivable 30,000.00 

Merchandise -10,000.00 


To record the dissolution of the corporation and 
distribution of the assets, subject to liabilities and 
reserve, to the stockholders. 

0?) Entry to open the partnership books: 

Cash 

Accounts Receivable 

Merchandise 

Reserve for Bad Debts 

Accounts Payable 

A", Capital 

Y, Capital 

To open the books of the partnership. 


0,000.00 

30,000.00 

-10,000.00 


1,000.00 

15.000. 00 

30.000. 00 

21.000. 00 



CHAPTER 20 

The Corporation (Concluded) 

The nature of surplus Surplus may be broadly defined as the 
portion of a corporation’s net worth not represented by its capital 
stock 

Formerly, one Surplus account was regarded as sufficient, and it 
was credited with such diverse increments in net worth as the fol 
lowing 

Operating profits 

Extraneous profits, such as those resulting from sales of fixed 
assets and investment securities 

Premiums on par value stock and amounts received for no- 
par stock in excess of the amounts credited to a capital 
stock account 

Profits made by purchases and sales of the company's own 
stock 

Donations by stockholders 

Increases in the valuation of fixed assets shown by ap- 
praisals, but not realized by the sale of the assets 

During recent years accountants have come to belie\ e that such 
diverse increments in net worth should not be credited to a single 
surplus account, but that various increments should be classified as 
earned surplus and capital surplus 

Earned surplus Most accountants now favor crediting an 
account called Earned Surplus (or sometimes merely Surplus) with 
only those profits which result from operations or which are realized 
by extraneous transactions, such as the sale of fixed assets or invest- 
ment securities 

Capital surplus. All the surplus elements not pruperly credited 
to the Earned Surplus account may be credited to a single Capital 
Surplus account It is preferable, however, to use several accounts 
m order to maintain a clear record of the elements of capital sur- 
plus Some of the accounts which may be used are 

Premium on Stock 

This account is credited with the excess of the amount re- 
ceived for par value stock over the par of the stock issued 
The title of the account should indicate the class of stock 
on which the premium was received 
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Paid-in Surplus. 

Tliis account is credited -with the excess of the amount re- 
ceived for no-par stock over the amount credited to a 
capital stock account. Separate paid-in surplus accounts 
should be used for the various classes of stock. 

Premium on par value stock and the excess of the issuing 
price of no-par stock over the amount credited to the 
capital stock account are both paid-in surplus. In the 
case of par value stock it is possible to use the specific 
title, Premium on Stock; this title cannot be used in con- 
nection with no-par stock — because a premium is the ex- 
cess of the amount received over par — and, therefore, it is 
necessary to use the general title, “Paid-in Surplus.” 

Profits on Sales of Treasury Stock. 

This account is credited with any profits made by a company 
as a result of acquiring its own stock and reselling it at a 
price in excess of cost. 

Donated Surplus. 

Stockholders sometimes make donations to a corporation; 
this account would be credited with the amounts thereof. 
Or suppose that a city gives a corporation a plant to in- 
duce it to locate in the city; the debits to the Land ac- 
count and the Buildings account would be offset by a 
credit to tins account. 

Capital surplus may, therefore, be the name of a single account 
to which all capital surplus elements are credited, or it may be a term 
applied to a group of accounts containing various capital surplus 
elements. 

In the past, fixed assets were sometimes written up from a valua- 
tion on a cost basis to a valuation on an appraisal basis, with an off- 
setting credit to Surplus. Most accountants now believe that it is 
undesirable to make entries in the accounts to show valuations dis- 
closed by appraisals. Those accountants who believe that it may 
sometimes be permissible to make entries writing up fixed assets to 
appraisal values are in agreement that the offsetting credit should not 
be made in the Earned Surplus account, but they are not in agree- 
ment as to the account which should be credited. Two opinions are 
held : 

(7) The increment may be regarded as an element of capital surplus; 
it may be credited to an account xcith some title such ns Sur- 
plus from Appraisal of Land and Buildings, or Appraisal 
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Surplus; and ii may be shown in the balance sheet as one 
of the elements of capital surplus, in the manner illustrated 
below: 


Net Worth 
Capital Stock 

Preferred — $10000 Par Value, Authorized 
and Issued, 1,000 Shares 
Common — No Par Value Authorized and 
Issued, 5,000 Shares at Stated Value 
Total Capital Stock 

Surplus 

Earned 

Capital 

Premium on Stock — Preferred $10,000 00 

Paid in — on Common Stock 50,000 00 

Profit on Sales of Treasury Stock — Com- 
mon 15 000 03 

Appraisal of Land and Buildings 40 003 00 

Total Capita! Surplus 
Total Surplus 


8100,000 00 
500,000 00 

$600,000 00 

*225,000 00 


115,00000 

340,00000 


(8) The increment disclosed by an appraisal may be regarded as a 
part of the net worth but it should not be regarded as surplus 
(not even capital surplus) because it has not been realized; 
it should be credited to an account with some title such as 
Unrealized Increase in Valuation of Land and Buddings — 
per Appraisal, and should be shown in the balance sheet as a 
distinct element of net worth, in the manner illustrated below. 


Net Worth 
Capital Stock 

Preferred— $100 00 Par Value, Authorized 
and Issued, 1,000 Shares 
Common — No Par Value, Authorized and 
Issued, 5,000 Shares at Stated Value 
Total Capital Stock 

Surplus 

Earned 

Capital 

Premium on Stock — Preferred $10,000 00 

Paid in— on Common Stock 50,000 00 

Pss&t no -Sales xif Treasiwy .Stark — Com- 
mon 15,000 00 

Total Capital Surplus 
Total Surplus 

Unrealized Increase in Valuation of Land and 
Buildings — per Appraisal 


$100,000 00 
500,000 00 

S225.000 00 


75,000 00 


$600,000 00 


300,000 00 
40 000 00 


If there are many capital surplus accounts, the balances of some 
of them may be combined in the balance sheet, but any balance in an 
appraisal surplus account should be set out separately since such a 
surplus is unrealized. 
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Treatment of stock premium and discount accounts. When a 
single Surplus account was kept, it was the custom to close the Pre- 
mium on Stock account to it, and to write off the Discount on Stock 
account by charges to Surplus either immediately or over a period 
of years. 

It is now coming to be recognized that this procedure is of doubt- 
ful propriety. The Premium on Stock account is a capital surplus 
account, and its balance should not be transferred to the earned 
surplus. Moreover, to write off the Discount on Stock account 
against earned surplus conceals the stockholders’ liability, which 
is important in the event the corporation is unable to pay its 
debts, and beclouds the records so that they no longer clearly show 
the portion of the net worth created by stockholders’ investments 
and the portion accumulated by the retention of earnings. Modern 
practice, therefore, appeals to favor retaining the Premium on Stock 
account and the Discount on Stock account permanently, and 
showing their balances in the balance sheet in some manner such as 
the following: 

Net Worth: 

Capital Stock — $100.00 Par Value: 

Common — Authorized and Issued, 1,000 
Shares ._ $100,000.00 

Preferred — Authorized and Issued, 500 

Shares 50,000.00 

Total $150,000.00 

Surplus: 

Earned Surplus $ 75,000.00 

Premium on Preferred Stock 5,000,00 

Total $ 80,000.00 

Deduct Discount on Common Stock 10,000.00 70,000.00 

Net Worth $220,000.00 

Organization expenses. The organization of a corporation in- 
volves the payment of attorneys’ fees and other expenses. Theo- 
retically, such expenses should be regarded as benefiting the cor- 
poration during the entire period of its existence, and should be 
written off gradually (by charges to Profit and Loss or Surplus) over 
the life of the company. But, from a practical standpoint, it is im- 
possible to estimate the life of the company, and accountants have, 
therefore, adopted the conservative policy of writing off such ex- 
penses by charges to Surplus during the year of organization or 
during the first few years of the company's life. Any portion not 
written off is shown in the balance sheet under the caption of De- 
ferred Charges. 

Profit and loss and earned surplus statements. The changes in 
earned surplus during a period may be the result of the factors 
stated on the following page. 
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The net profit or income or the net loss resulting from regular 
operations 

Extraneous profits or losses 

These changes in surplus result from transactions which are 
not elements of regular operations, such as profits or losses 
on sales of fixed assets or investments 
Corrections of operatmg profits or losses of prior periods 
Assume that the inventory at the end of 1948 was under- 
valued $25,000 00, thus causing an understatement of the 
profits of that year the error was discovered m 1949 If 
the same understated inventory were used m the state- 
ments for 1949, the profits for that year would be o\er- 
stated The correct inventory should be used in the 
statements for 1949, and the correction of the error should 
be shown as a separate item in the statements 
Dividends 

In the statements prepared at the close of a period, the net profit 
or income resulting from regular operations should be clearly dis- 
tinguished from all other changes in earned surplus For many 
years it was the established practice to make this distinction by 
ending the profit and loss statement at the net income line, and show- 
ing in a surplus statement any extraneous profits, corrections of 
operating profits or losses of prior years, and dividends, thus. 

THE BATES COMPANY 
Statement of Profit and Loss 
For the Year Ended Pecember 31, 1949 

Net Sales 

Deduct Cost of Goods Sold 
Gross Profit on Sales 
Deduct Expenses 
Net Income 

THE BATES COMPANY 
Statement of Earned Surplus 
For the Year Ended December 31, 1949 
Surplus December 31, 1918 
Add 

Net Income for the Year 
Understatement of Inventory, December 31, 

1948 
Total 
Deduct 

Loss on Sale of Land and Budding $30 000 00 

Dividends 20 000 00 50 00000 

Surplus December 31 1949 $130 000 00 


$500 000 00 
400 000 00 
$100 000 00 
55 000 00 
$ 45 000 00 


$11000000 
45 00000 

25 000 00 
$18000000 
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The statement procedure justillustrated isstill regarded ns proper, 
but some accountants have recently expressed the fear that readers 
of accounting reports are likely to assume that the profit and loss 
statement tells all that is to be told about profits and losses, and arc 
not aware of the significance of matters' disclosed in the surplus 
statement; these accountants advocate protecting such people by 
combining the profit and loss statement and the surplus statement. 
Such a combined statement follows: 

THE BATES COMPANY 
Statement of Profit and Loss and Earned Surplus 
For the Year Ended December 31, 1949 


Net Sales $500,000 00 

Deduct Cost of Goods Sold . 100,000 00 

Gro=s Profit on Sales $100,000 00 

Deduct Expenses . . . 55,000 00 

Net Income for the Year .. $ 13,000 00 

Add Correction of Understatement of Profit for 10 IS resulting 

from Understatement of In\ entory at the End of that \ ear 23,000 00 
Total Increases in Earned Surplus $ 70,000 00 

Deduct Loss on Sale of Land and Building . 30,000 00 

Increase in Earned Surplus before Dividends $ 10,000 00 

Deduct Dividends . 20,000 00 

Increase in Earned Surplus . . $ 20,000 00 

Earned Surplus, December 31, 19 IS 110,000 00 

Earned Surplus, December 31, 19-49 $130,000 00 


111 recent years many accountants have advocated the adoption of 
the “ clean surplus ” theory, which means that extraneous profits and 
losses (such as those resulting from the disposal of fixed asset*) and 
coircctions of profits of prior periods should be shown in the profit 
and loss statement before the ‘‘Net Income” line. Those who 
advocate tills procedure advance arguments such as the following: 

Unless corrections of the profits of prior periods are shown in 
the profit and loss statement, the total of the amount* shown 
as net income in the profit and loss statements for a series of 
periods will not be the true aggregate net income for those 
periods. 

It is not always possible to determine with certainty whether 
an item should properly be regarded as a correction of the 
profits of a prior period or an element of operation* of the 
current period. For instance, assume that, at the end of a 
certain year, the reserve for bad debts is found to be inade- 
quate; did the inadequacy result from insufficient provisions 
in the current year, or from insufficient prolusions in prior 
years? If, in such cases, a charge is made to surplus ah 
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though part or all of the additional reserve provision is re- 
quired because the current year’s provision is insufficient, 
the net income for the current year is overstated 
To some extent, at least, the profit or lo=s on the disposal of a 
fixed asset is a correction of the operating charges for depre- 
ciation moreover, the total profit on the disposal of a fixed 
asset is income, although it may not be an operating profit 

The following statement is in conformity with the “clean 
surplus theory 


1HE BATES COMPANY 
Statement of Profit and Loss and Earned Surplus 
For the Year Ended December 31 1949 


Net Sales 

$500000 00 

Deduct Cost of Goods Sold 

400 00000 

Gross Profit on Sales 

$100 000 00 

Deduct Expenses 

55 000 00 

Net Profit 

$ 45 000 00 

Add Correction of Understated Inventory on December 31 
1948 

25 000 00 

Total 

$ 70 000 00 

Deduct Loss on Sale of Land and Building 

30 000 00 

Net Income 

$ 40 000 00 

Earned Surplus December 31, 1948 

11000000 

Total 

$150 00000 

Deduct Dividends 

2000000 

Earned Surplus December 31 1949 

$130 000 00 


The Committee on Accounting Procedure of the American Insti 
tute of Accountants issued a bulletin in December, 1947, statmg its 
opinion that the amount shown as “net income” should be deter 
mined before such items as the following 

Material charges and credits related to operations of prior 
years 

Material charges and credits resulting from unusual sales of 
assets other than those in which the business ordinarily 
deals 

Material losses of a kind not usually insured against, such as 
those resulting from wars, nots, and so forth 

The write-off of material amounts of intangibles, such as the 
complete elimination of goodwill 

The write-off of material amounts of bond premium, discount, 
or expense 

The Committee expresses no preference as to whether such items 
should be shown in a separate surplus statement (as illustrated on 
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page 2S2) or in a combined statement of profit and loss and earned 
surplus (as illustrated on page 283). 

Dividends. Under what conditions does a company have a 
legal right to declare a dividend? It is difficult to state general rules 
which are not subject to exceptions because the laws of the various 
states differ in their regulations, especially with respect to dividends 
on no par value stock. In general, it may be said that a corporation 
has a right to pay a dividend if it has a surplus which has been pro- 
duced by realized profits from operations or extraneous transactions, 
or from premiums on the sale of par value stock. Dividends cannot 
legally be paid from surplus created by writing up assets to higher 
• values, because the profit has not been realized by a sale. On the 
other hand, the surplus need not be decreased by writing down fixed 
assets merely because their market value has declined. 

Liability for declared dividend. After a legal dividend has been 
declared and notice of the declaration has been given to the stock- 
holders, the unpaid dividend becomes a liability which should be 
shown in the current liability section of the balance sheet. The 
declaration and the payment of the dividend are recorded by the fol- 
lowing entries: 


Dec. 31 — Dividends (to Ik? clo-ed to Earned Surplus) 5.000.00 

Dividends Payable 5,000.00 

To record the declaration of the regular 
annual dividend of 5^, pavable January 
10, 19—. 

Jan. 10 — Dividends Parable ... 5,000.00 

Cash . . 5,000.00 

To record the payment of the regular an- 
nual dividend. 


Stock dividends. Dividends are sometimes paid in capital stock 
instead of in cash. To illustrate, assume that a company has 1,000 
shares of authorized stock of 8100.00 par, of which 000 shares are 
outstanding. If a 10^ stock dividend is declared, the declaration 
may be recorded by the following entry; 


Earned Surplus 5,000.00 

Stock Dividend Payable G,000 00 


To record the declaration of a dividend of 10 7c, Pay- 
able in Mock. 

The payment of the dividend by the issuance of stock will be 
recorded as follows: 

Stock Dividend'- Payable . . ... 0,000 00 

Unissued Stock 

To record the issuance of 00 'hare- of stock in pav- 
ment of the stock dividend. 


0..000 00 
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If a balance sheet is prepared between the date of declaration and 
the date of payment of the stock dividend, how should the credit 
balance of the Stock Dividend Payable account be shown 7 It 
should not be shown among the current liabilities, because it is not 
paj able in cash It maj be shown as follows 

Capital Stock — <100 00 Par \ alue Authorized 
1000 Shares 

Issued, 600 Share. S60 000 00 

To Be Issued, January 10 19 — as a Stock 
Dividend, 60 Shares 6000 00 

Total Issued or to Be Issued $66 000 00 

Dividends m arrears on preferred stock No stockholder has 
an unconditional right to a dividend unless it has been declared bj 
the directors This rule applies to preferred stock as well as to 
common stock But if dividends on cumulativ e preferred stock are 
in arrears there is an obligation to paj these arrearages before paj 
mg dividends to the common stockholders The amount of the 
cumulative dividends in arrears should therefore, be shown in the 
balance sheet This is usually done by adding a footnote below the 
balance sheet totals thus 

Vote Cumulative dividends on preferred stock were in arrears on fthe 
balance <heet date] m the amount of $12 000 00 

Treasury stock Treasury «=tock is a corporation’s own stock 
which has been issued reacquired and not canceled in accordance 
with a formal procedure specified by law It will be noted that 
there are four important elements of this definition 

(1) Treasury stock must be the company s own stock holdings 

of the stocks of other companies are not treasury stock 

(2) The stock must hav e been issued 

(3) The stock must have been reacquired by the issuing cor 

poration, bj purchase or donation 

(4) The stock must not have been canceled Cancellation of 

stock is effected by a procedure prescribed by law, and 
places the stock m the status of unissued, or even un 
authorized shares 

Unissued and treasury stock — purchaser's liability for discount 
A stockholder who acquires unissued stock at a discount assumes a 
contmgent liability for the amount of the discount This means 
that, if the corporation is unable to pay its debts the creditors ma> 
demand that stockholders who acquired unissued stock at a dis 
count paj the corporation the amount of the discount 

If a person purchases treasury stock which was originally issued 
at par or more, he has no contmgent liability for the discount 
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Treasury stock is not an asset. Treasury shares may have a 
ready marketability and may be sold; but so may unissued stock be 
sold; and it seems obvious that treasury stock, like unissued stock, 
is not an asset but is merely a possible source of additional funds. 

Although treasury stock has frequently been shown in balance 
sheets as an asset (sometimes even combined with securities which 
arc assets, under some title such as “Government Bonds and Other 
Securities”), accountants now generally recognize that the purchase 
of treasury stock docs not result in the acquisition of an asset, but 
causes a reduction in the corporation’s net worth. 

Treasury stock in the balance sheet. Since the purchase of 
treasury stock causes a reduction of the corporation’s net worth to 
the extent of the cost of the stock, the cost should be shown as a 
deduction in the net worth section of the balance sheet. There are 
several ways of showing the deduction ; the method illustrated below 
is one which is growing in favor among accountants. The illustra- 
tion is based on the following facts with respect to the capital stock: 

The authorized issue is 1,000 shares of $100.00 par value. 

All the authorized stock has been issued. 

The corporation has reacquired 100 shares at a cost of 

$12,000.00 

You should note the distinction between “issued” and “out- 
standing.” All the 1,000 shares have been issued, and arc so shown. 
The number of outstanding shares is not stated in the balance sheet, 
but can be easily determined; there arc 900 outstanding shares: the 
difference between the 1,000 issued shares and the 100 treasury 
shares. 

Net Worth: 

Capital Stock — S100.00 Par Value: Authorircd and Issued, 


1,000 Shares, of Which 100 Share? Arc in the Treasury . $100,000.00 

Earned Surplus . . . . 25,000. 00 

Total ... $125,000 00 

Deduct Cost of Treasury Stock 12,(100 00 

Net Worth $113,000 00 


If the company has a capital surplus as well as an earned surplus 
the facts may be shown in the balance sheet as follows: 

Net Worth: 

Capital Stock — $100 00 Par Value: Authorised and Issued. 


1,000 Share?, of Which 100 Shares Arc in the Treasury . $100,050 00 

Earned Surplus 25,000 00 

Capital Surplus . 10,000 .00 

Total. . .. $135,000 00 

Deduct Co-t of Treasury Stock 12,000 ,00 

Net Worth • - $123,000 00 
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If the company has an operating deficit, the facts may be shown 
as follows 

Net Worth 

Capital Stock — $100 00 Par Valae Authorized 
and Issued 1 000 Shares of Which 100 Shares 

Are in the Treasury $100 000 00 

Deduct 

Deficit $ 5 000 00 

Cost of Treasury Stock _12 000 00 17 000 00 

Net Worth $83 000 00 

If the stock had been acquired by donation, there would be no cost 
to deduct, and the facts would be shown as follows 

Net Worth 

Capital Stock — {100 00 Par Value Authorized and Issued 
1 000 Shares of Which 100 Shares Acquired by Dona 
tion Are in the Treasury $100 000 00 

Surplus 25 000 00 

Net Worth $I2o00000 

Recording treasury stock acquisitions As indicated above, the 
cost of treasury stock is shown as a deduction in the Net Worth 
section of the balance sheet To provide the information for this 
balance sheet presentation, the Treasury Stock account should show 
the cost of the stock The entry for the purchase of the treasury 
shares mentioned above would be 

Treasury Stock 12 000 00 

Cash 12000 00 

To record the purchase of 100 shares of treasury 
stock. 

This entry should be made regardless of whether the shares have 
a par value or are without par value, and regardless of the amount 
which was received for the shares when they were issued The 
treasury stock account title should indicate the nature of the stock 
if there is more than one class of issued stock If the company has 
only one class of stock, the account title may be merely Treasury 
Stock, otherwise, it might be Treasury Stock — Preferred, or Treas- 
ury Stock — Common, or Treasury Stock — Common — No Par Value 
Stockholders sometimes donate shares to the company, this may 
be done because the company is in a poor financial condition, the 
stockholders do not wish to mvest additional funds, and they, 
therefore, donate portions of their stock which can be resold to ob- 
tain additional funds Since donated shares are acquired without 
cost, no debit and credit entries can be made to record the acquisi- 
tion A memorandum notation is made in the Treasury Stock 
account, as shown on the following page 
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Treasury Stock 

Dajtel 50 shares donated | j j j j j j f 

Sales of treasury stock. To illustrate the entry to be made if 
purchased treasury stock is sold at its cost, let us assume that 100 
shares of treasury stock were acquired at a cost of $12,000.00, and 
were resold for $12,000.00; the entry for the sale is: 

Cash .. 12,000.00 

Treasury Stork . 12,000.00 

To record the «de of 100 iluirca of treasury stock. 

If this stock was sold at a price in excess of cost, the profit should 
be credited to a capital surplus account, as follows: 


Ca*h . . . . 13,500.00 

Treasury Stock . . . 12,000.00 

Profit on Sale-. of Treasury Stock ... 1,500.00 


To record the side of 100 shares of treasury stock. 

If donated shares are sold, the entire selling price is a profit. 
Assume that the 50 shares of donated stock mentioned above arc 
sold for $4,500.00; the entry is: 


Cash... . -1,500.00 

Profit on Sales of Treasury Stock .... . -1,500.00 


To record the tale of 50 shares of donated treasury 
stock. 

If purchased treasury stock is sold at a price below cost, the loss 
may be charged to the Profit on Sales of Treasury Stock account, if 
such an account exists as a result of sales of treasury stock of the 
same class. Otherwise the loss should be charged to the Earned 
Surplus account. 

The Profit on Sales of Treasury Stock account is a capital surplus 
account: it should be shown as a separate item in the Net Worth 
section of the balance sheet, or combined with other elements of 
capital surplus. 

Treasury stock and stated capital. One of the advantages of the 
corporate form of business organization is that of limited liability, 
which means that the stockholders cannot be held personally liable 
for the debts of the corporation. Since the law gives the stock- 
holders this advantage, it is only fair that the creditors be given some 
assurance that the corporation will maintain a certain capital fund 
on which they can rely for the payment of debts. 

The history of corporate law indicates that there has been some 
difficulty in giving stockholders the benefit of limited liability and 
at the same time safeguarding the creditors. This difficulty arose 
from two principal causes. 
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First Before the advent of no-par stock, the capital fund was 
generally defined by law as the par value of the outstanding stock, 
and dividends were not legally payable if they reduced the net worth 
below that amount But when no par stock came into use, some 
states allowed corporations to divide the issuing price into two parts, 
one of which could be credited to a capital stock account and the 
other to a surplus account, and there was considerable uncertainty 
as to whether the portion credited to a surplus account was perma- 
nent capita! or available for dividends To clarify this situation, 
many states have revised their corporation laws to include a defini- 
tion of permanent, or "stated,” capital In general, stated capital 
is the sum of the par value of all par value shares issued, the entire 
amount received for no par shares, and any amounts transferred by 
a stock dividend from surplus to capital stock In some states, 
however, only a portion of the amount received for no-par shares 
need be included m stated capital, and the remainder may be 
credited to Paid in Surplus and be distributed as a dividend 

Second In the past, the creditors usually were safeguarded only 
by placing a limitation on the amount which could be paid to the 
stockholders as dividends Thus, for example, if a corporation had 
a capital stock of $100,000 00 and surplus of $25,000 00, the laws 
generally provided that distn buttons to stockholders in the form of 
dividends could not exceed the $25,000 00 surplus But no restric- 
tion was placed on the payments which could be made to stock 
holders for purchases of treasury stock Consequently, although the 
stockholders of the corporation mentioned above could receive only 
$25,000 00 as dividends, any amount might be paid to them for 
purchases of treasury shares In effect, therefore, the creditors had 
no assurance that any capital would be retained by the corporation 
for their protection To correct this situation many states have 
amended their corporation laws to provide, m effect, that, if dis- 
bursements are made for treasury stock, a portion of the surplus 
equal to the cost of the treasury shares held shall be regarded as fixed 
or stated capital In other words, the laws provide that the amount 
available for dividends shall be the balance in the Surplus account 
minus the cost of stock held m the treasury Under such laws, if a 
company had a surplus of $25,000 00 and was holding treasury stock 
which cost $12,000 00, only $13 000 00 of its surplus would be avail- 
able for dividends and $12,000 00 of its surplus would be "re- 
stricted ” The restriction could be removed by selling the treasury 
shares, or by complying with the legal requirements for their can 
cellation Legal cancellation would eliminate these shares horn 
the issued stock, and perhaps also from the authorized stock, and 
would effect a reduction m the stated capital 
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The differin'; effect.? of a dividend and a treasury stock purchase 
upon surplus should be noted: If a company has > 2 - 5 . 000.00 of sur- 
plus and a dividend of §2-5,000.00 is paid, the surplus disappears: if 
a S25.000.00 disbursement is made for the purchase of treasury stock, 
the surplus remains but it is restricted and cannot be used for divi- 
dends. 

If a corporation owns treasury stock and the lavs of the state- in 
which it vras incorporated place a restriction on dividends to the 
tent of the cost of the treasury shares, its balance sheet should be 
prepared in such a manner as to give recognition to the fact that 
there is a restriction on surplus. The following balance sheet illus- 
trates a procedure for disclosing this information. 

Net Worth: 

Capital Stock — SI CO 00 Par Value: Authorized and 1 5 -uod. 

I.rco Share-*, of Whi -h ICO Shares Are in the Treasury 5100,000.00 

Surplus: 

Nos Available for Dividends — Equal to C<---t of Treasurv 
" 512,000.00 

Free 13,000.00 2.3. COO. 00 


Total . S 125,000.00 

Deduct CV*t of Treasure- Stock. . ... 12.000.00 

Net Worth $113,000X0 



CHAPTER 21 

Bonds, Sinking Funds, and Sinking Fund Reserves 

Sources of corporate funds When a corporation finds it neces- 
sary or desirable to raise additional funds, it may borrow them on a 
short-term note, on a long-term ibortgage note, or on bonds, or it 
may issue additional stock It usually is regarded as good business 
management to borrow on short-term notes only m case the funds 
are needed for current operations and the current operations pre- 
sumably will produce the cash with w Inch to repay the loan Zf the 
funds are to be used for plant additions or permanent investments, 
they usually should be obtained by issuance of long term securities 
m the form of stocks, long-term mortgage notes, or bonds 

Mortgage notes and bonds If all the desired long term funds 
can be borrowed from one lender, the borrower may issue a note and 
a mortgage, the note will recite the terms of the obligation (date, 
maturity, interest rate, and so forth ) and the mortgage will effect a 
pledge of certain property as security A mortgage originally was 
a conveyance of property from a debtor to a creditor or his repre- 
sentative, subject to the proviso that, if the debtor met his obliga 
tion, the conveyance would be nullified In most states the form 
of the mortgage has been changed to give it the status of a hen in- 
stead of a conveyance or transfer of title 

If it is impossible to obtain the funds from one lender, an issue of 
bonds may be offered to the public Since the bonds may be held 
by many people, who are not known at the time of arranging for the 
issue and who will change with each transfer of a bond from one 
holder to another, the lenders cannot be named in a mortgage 
Therefore, the borrower selects a trustee, usually a bank or trust 
company, to act as a representative of the bondholders, and a 
mortgage, or deed of trust, is executed conveying a conditional title 
to the pledged property to the trustee as agent for the bondholders 
This trustee is called the trustee under the mortgage 

Since long-term borrowings by corporations are usually repre- 
sented by bonds, the remainder of this chapter deals specifically 
with bonds However, except as indicated above, long term mort- 
gage notes are essentially of the same nature as secured bonds 
Therefore, what is said in the remainder of this chapter with respect 
to secured bonds may be regarded as also applying generally to 
long-term mortgage notes 
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Stocks and bonds — advantages and disadvantages. Bond issues 
have certain advantages over stock issues: 

(1) Bondholders have no vote: therefore, the stockholders do 

not have to share the management with them. 

(2) The money cost may be lower. If common stock is issued. 

the contributors of new capital will share prorata with the 
old common stockholders in accumulated surplus and earn- 
ings. If preferred stock is issued, it may be participating, 
in which case the dividends may be greatly in excess of 
reasonable interest on bonds: or it may be nonparticipat- 
ing. in which case it usually is necessary to give the pre- 
ferred stock a dividend rate higher than the interest rate 
at which bonds could be sold, because bonds are a positive, 
and usually a secured, liability with a definite maturity, 
and also because bond interest is payable unconditionally, 
whereas the payment of preferred dividends is dependent 
upon earnings and the existence of surplus. 

(3) The fact that bond interest is deductible as an expense in the 

computation of income taxes, whereas dividends are not, 
is frequently a deciding factor in the choice of securities 
to be issued, and has sometimes even influenced corpora- 
tions to convert preferred stock into bonds. 

On the other hand, if interest and principal payments on a bond 
issue are not made when due, the bondholders may institute fore- 
closure proceedings, the borrowing company may lose fixed assets 
which are essential to its operations, and it may even be forced into 
liquidation with a consequent loss which will leave a very small 
equity for the stockholders. 

Classes of bonds. It is impossible to discuss all the different 
kinds of bonds which have been devised for use in corporate financ- 
ing. Some of the more common forms are: 

(1) Secured Bonds. 

These differ as to the nature of the property which is pledged 
as security. Three classes of scoured bonds are in common 
use: 

(a) Real Estate Mortgage Bonds. 

These are secured by mortgages on land, or on land 
and buildings. 

(b) Chattel Mortgage Bonds. 

Those are secured by mortgages on tangible personal 
property, such as machinery, equipment of various 
kinds, and merchandise. 
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(c) Collateral Trust Bonds 

These are secured by a deposit of stocks, bonds, or 
other negotiable instruments 

(2) Unsecured Bonds 

Unsecured bonds are sometimes called debentures Since 
they are not secured by a pledge of any specific prop 
erty, their value depends upon the general credit of the 
borrower 

First and second mortgages Bonds may be secured by first, 
second, or even third mortgages on the same property If the obli- 
gations are not met, and foreclosure ensues, the proceeds of the 
mortgaged property must go first to the satisfaction of the first 
mortgage bondholders, any residue to the satisfaction of the second 
mortgage bondholders, and so on 

Second mortgage bonds are thus obviously a less desirable in 
vestment than first mortgage bonds, because they are secured by a 
secondary lien on the pledged assets First mortgage bonds are 
called prior hen or underlying bonds, second mortgage bonds are 
called junior bonds 

Registered and coupon bonds Bonds may be classified m three 
groups on the basis of registry, as follows 

(1) Registered as to both principal and interest 

The name of the owner of the bond is recorded on the boohs 
of the issuing company or its fiscal agent, and the interest 
is paid by checks drawn to the order of the bondholders 
This method has the advantage of safeguarding the owner 
against loss or theft but it has two disadvantages First, 
a sale and transfer can be made only by assignment and 
registry, instead of merely by delivery second, the check 
method of paying interest is burdensome 

(2) Registered as to principal only 

By registering the bonds as to principal only, and attaching 
coupons Aar the interest, the owner is safeguarded against 
loss or theft of principal, and the debtor company is re- 
lieved of the burden of issuing numerous interest checks 

(3) Unregistered 

Such a bond is transferable by mere delivery, the owner’s en 
dorsement is not required The danger from loss or theft 
is, of course, much greater than with a bond which is 
registered as to principal The interest is collected by 
clipping the interest coupons and presenting them to a 
bank for deposit or collection 
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Recording the bond issue. A separate liability account should 
be kept with each bond issue. If there is more than one issue the 
account title for each issue should contain a comprehensive descrip- 
tion of the issue, such as ‘‘First Mortgage. 6 r T, Bonds Parable. 
1062," or “Collateral Trust. “FA Bonds Payable. 1060." The year 
is the year of maturity. 

Assuming that a company has only one bond issue, all of which is 
sold for cash at par, the entry to record the issue is: 

Cash ... ... IOO,COO.OO 

Bor.fi? Parable 100,000.00 


The mortgage, or trust deed, states the amount of bonds which 
may be issued. Each bond is signed by the trustee under the mort- 
gage to indicate that it is secured by the mortgage: this is called 
authentication by the trustee. Very frequently, the amount of bonds 
immediately authenticated by the trustee and issued by the borrow- 
ing company is less than the total issue provided for under the trust 
deed. To illustrate, assume that a company’s real estate is ample in 
value to secure an issue of §100.000.00 of first mortgage bonds. 
Only §60.000.00 of funds are immediately required, but there may 
be future requirements for §40.000.00 more. If the trust deed wc-re 
drawn to secure an issue of only §60.000.00, a subsequent loan of 
§40,000.00 could be secured only by a second mortgage: a second 
mortgage issue, being less desirable, might require a higher interest 
rate and might be difficult to market. In anticipation of its future 
requirements, the company may authorize a total first mortgage 
bond issue of §100.000.00, drawing a trust deed as security for a loan 
of that amount. It §100.000.00 of bonds are authenticated, but only 
§60,000.00 arc issued, the entries are : 

Crisped B.>r.'is 1CO.CCO.OO 

First M'-rt-JW Bonds rayabP 100.000.00 

To record the aThorvcii issue cf fir=t mf’rtrrice, 

6' 4. real estate beads payable, due March 1, 

1062. 

Cash - e0.000.00 

United Bands.. O1.C00.C0 

Sale > f $00,000 CO bends at par. 


The facts with respect to authorized, unissued, and issued bonds 
should be shown in the balance sheet as follows: 

Fiv'd Li.il ;1: 

Fir'-t M-'.-t-ai-f. r >’“. Heal Es‘atn Band- 

Pav-dP. P-:.- M<r:h I. W-d 

Anth< . $100 .cro.OO 

Lc— CnL-ued in.ivo.ro j 'o.m'OXO 
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The amount of unissued bonds should be shown in the balance 
sheet, because the bondholders have a right to know that $40,000 00 
of additional bonds can be issued under the same trust deed which se- 
cures their bonds. Thus, if the real estate is carried on the balance 
sheet at $150,000.00, the holders of the $60,000 00 of issued bonds 
would be interested m knowing that an additional $40,000 00 of 
bonds could be issued. On the basis of the issued bonds only, the 
ratio of security to debt is 150 to 60, but on the basis of the total 
authorized issue, the ratio of security is only 150 to 100. 

If the bonds are registered as to principal or interest, or both, 
subsidiary records should be kept, showing the names and addresses 
of the holders. 

Issues between interest dates. Bonds are often sold between 
interest dates, in which case the purchaser is usually required to pay 
the accrued interest. To illustrate, assume that $10,000 00 of 6% 
bonds are sold two months after the interest date, at par and accrued 
interest, the entry will be: 

Ca«h 10,100 00 

Bonds Pa j able 10,00000 

Bond Interest 100 00 

When the semiannual interest is paid four months later, the entry 
will be 

Bond Interest 300 00 

Cash 300 00 

The $300 00 debit to Bond Interest made at the time of paying 
the interest, minus the $100 00 credit to Bond Interest made at the 
time of selling the bonds, leaves the account with a S200.00 balance, 
which is the interest expense for four months 

Payment of interest. Most bonds provide for the payment of 
interest semiannually. The methods of paying bond interest de- 
pend upon whether the bonds are registered as to interest. Two 
conditions are illustrated. 

(1) The bonds are registered as to interest. Checks will be 
mailed to the several bondholders, but, to avoid drawing a 
separate voucher for each check, one voucher and check 
may be drawn for the entire amount of the interest; this 
check will be deposited in a special bond interest bank 
account. The entry will be. 

The X Bank — Bond Interest \ccount 6,000 00 

Cash 

To record deposit of funds in the account for pay- 
ment of bond interest 


6,00000 
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Separate checks will then be drawn on the bond interest 
account, the total of these checks being debited to Bond 
Interest (expense) account, and credited to The X Bank — 
Bond Interest Account. 

(2) The bonds are not registered as to interest, but bear coupons 
which are clipped by the holders and presented for collec- 
tion. The bondholder usually deposits the coupons in Ids 
own bank account, and the bank makes the collection. 
The coupons usually designate a bank at which collection 
can be made; when the semiannual interest is due, the 
company deposits the total amount of the interest in a 
special account at the bank where the coupons are payable: 
when coupons are presented for payment, the bank pays 
them and charges the amount to the company’s account. 
The entries by the issuing company are as follows: 

On or before the dale when interest is payable: 


The X Bank — Bond Interest Account . 6,000.00 

Cadi 6,000.00 


Transfer of funds to special bank account for pay- 
ment of interest. 

On the date when interest is payable: 

Bond Interest 6,000.00 

Accrued Bond Interest Payable 6,000.00 

To record the expense and liability for six months' 
interest. 

At the end of the month or at any other date when the bank reports 
the amount of coupons paid: 

Accrued Bond Interest Payable. . . . . . 5,700.00 

The A’ Bank — Bond interest Account . . 5,700.00 

To record the payment of interest couiwns presented 
to the bank. 

Since some bondholders may be dilatory in presenting coupons for 
payment, balances may remain in the special bank account and in 
the Accrued Bond Interest Payable account. The balance sheet 
should show as an asset any balance in the special bank account, and 
should show as a liability any balance in the Accrued Bond Interest 
Payable account; the mere deposit of funds in a special bank 
account does not constitute payment of the liability. 

Bond discount. If the borrowing company's credit standing is 
not excellent, or if the security back of a bond issue is not wholly 
satisfactory, or if the bond interest rate is lower than the market 
rate for bonds of a similar nature, it may be necessary to sell the 
bonds at less than par. Let us assume, by way of illustration, that 
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a ten year, 5% bond issue of SI 00, 000 00 is disposed of for a net 
amount of $98,000 00 The issuance of these bonds will be recorded 
by the following entry. 

Cash 

Bond Discount 
Bonds Pajable 
Sale of bonds at 93 

Amortization of bond discount In the preceding illustration, 
$98,000 00 was receded, but $100,000 00 must be repaid The 
$2 000 00 excess of the amount to be paid over the amount recened 
is an expense to be spread o\er the life of the bonds The total 
interest cost over the hfe of the bonds includes the discount as well 
as the semiannual interest payments 

The Bond Discount account may be charged off to Bond Interest 
as an expense in equal amounts each six months Since there will 
be twenty semiannual interest payments during the ten year life 
of the bonds, the discount may be wTitten off in twenty equal install- 
ments of $100 00 each The charges to Bond Interest each six 
months will be 

Bond Interest 2 500 00 

Cash 2 50000 

Payment of semiannual interest 

Bond Interest 100 00 

Bond Discount 10000 

To amortize '/w of the discount 

These semiannual amortizations will completely write off the 
Bond Discount account at the end of the tenth year, and will produce 
equal total semiannual charges to Bond Interest account 

Bond premium. If a bond issue is marketed at a premium, the 
premium reduces the net interest charge For instance, if the bonds 
mentioned in the preceding illustration were sold for $102,000 00, 
the $2,000 00 premium received when the bonds were sold would not 
ha\e to be repaid at their maturity, and could therefore be offset 
against the interest payments to determine the net cost of the use of 
the money 

The entry at the time of the issuance of the bonds would be 

Cash 102 000 00 

Bonds Payable 100 000 00 

Bond Premium 2 000 00 

Sale of bonds at 102 

The payment of the bond interest and the amortization of the 
bond premium in equal semiannual installments would be recorded 
by the entries shown on the following page 


98 000 00 
2 000 00 

100 000 00 
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Bond Interest 2,500.00 

Cash 2,500.00 

Payment of semiannual interest. 

Bond Premium 100.00 

Bond Interest 100.00 

Amortization of bond premium. 

Bond premium and discount in the balance sheet. It has lone; 
been regarded as correct accounting procedure to show unamortized 
bond discount on the asset side of the balance sheet under the De- 
ferred Charges caption, and unamortized bond premium on the lia- 
bility' side under the caption of Deferred Credits. For instance, 
assume that a trial balance contained the following balances : 


First Mortgage, 0^, Beal Estate Bonds, 1905 $100,000.00 

First Mortgage Equipment Bonds, Sjyg 1955 50,000.00 

Premium on First Mortgage Real Estate Bonds 3,000.00 

Discount on First Mortgage Equipment Bonds Sl.SOO.OO 


The customary presentation of these facts in the balance sheet is: 

Assets 

Deferred Charges: 

Unamortized Discount on First Mortgage Equipment 
Bonds " $ 1,800.00 


Ltsbilities snd Net Worth 

Fixed Liabilities: 

First Mortgage, G^c, Real Estate Bonds, 19G5 $100,000.00 

First Mortgage Equipment Bonds, opjSo 1955 50,000.00 

Total Fixed Liabilities $150,000.00 

Deferred Credits: 

Unamortized Premium on First Mortgage Real Estate 
Bonds 3,000.00 

Recently there has been some agitation in favor of showing un- 
amortized premium as an addition to, and unamortized discount as 
a deduction from, the par of the bonds, thus: 

Liabilities and Net "Worth 


Fixed Liabilities: 

First Mortgage, G^, Real Estate Bonds, 19Go $100,000.00 

Add Unamortized Premium 3,000.00 $103, 090.00 

First Mortgage Equipment Bonds, 1955. $ 50.000.00 

Deduct Unamortized Discount 1.800 01 48,200.00 


This prodecurc has not been generally adopted by the accounting 
profession. 

Retirement of bonds. Bonds may be retired: 

(1) In total at maturity, out of the borrowing company's general 
funds. The payment of the bonds under such conditions 
is recorded by debiting Bonds Payable and crediting Cash. 
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(2) In a senes Bonds retirable in this way are called serial 

bonds 

To illustrate assume that $100 000 00 is borrowed no thin g 
is to be paid off during the first five years, at the end of 
the sixth y ear and each year thereafter, $20,000 00 is to 
be paid, so that the bonds will be retired senally bv the 
end of the tenth 3 ear Each retirement is recorded by a 
debit to Bonds Pay able and a credit to Cash 

(3) In total at matunt3 out of a sinking fund created b3 penodi 

cal deposits with a sinking fund trustee This method is 
discussed in the following pages 

Si nkin g funds If bonds are to be retired at matunt3 through 
the operation of a sinking fund, the borrowing company agrees as 
one of the terms of the trust deed or trust indenture to make penodi 
cal deposits with a sinking fund trustee, who mv ests the deposited 
fund* w securities The sinking fund trustee may , or may not, be 
also the trustee under the mortgage Sinking fund deposit agree 
ments take ■various forms, particularly with respect to the amounts 
of the periodical contributions \s a simple illustration, we shall 
assume that a company borrow* $100 000 00 which is repayable at 
the end of ten y ears It agrees to deposit $10,000 00 with the ■sink 
mg fund trustee at the end of the first year the trustee is to invest 
the fund in good c ecunties and add the interest earned on these secur 
itie= to the fund At the end of the second v ear, the company will 
deposit enough to bring the total fund up to $20 000 00 At the 
end of the third y ear, the company will deposit enough to bring the 
total fund up to $30 000 00 and so on to the end of the tenth y ear 
The annual contributions by the company will decrease because the 
interest collected by the trustee on the accumulating fund will m 
crease each y ear 

If the trustee is able to earn 5% on the ^cunties in the fund, the 
accumulation of the sinking fund can be tabulated in the manner 
illustrated below 


"End of ear 

1 

Interest Earned 

Depout 

510 000 00 

Total Tund 
$ 1000000 

2 

S 50000 

9 oOO 00 

20 000 00 

3 

1000 03 

9000 00 

30 000 00 

4 

1 500 00 

8500 00 

40 000 00 

5 

2000 00 

8000 00 

50 000 00 

6 

2*00 00 

7500 00 

60 000 00 

7 

3 000 00 

7000 00 

70 00000 

S 

3 500 00 

6500 00 

SO 000 00 

9 

4,000 00 

6000 00 

90 000 00 

10 

4,50000 
$22 500 00 

5500 00 
$77 500 00 

10000000 
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The annual entries for the deposit of funds with the trustee and 
the collection of interest by the trustee on sinking fund securities, 
are indicated below: 

End of first year: 

Sinking Fund Cash 10,000.00 

Cash... 10,000.00 

Deposit with sinking fund trustee. 

End of second year: 

Sinking Fund Cash. . .... 500.00 

Sinking Fund Income . 500.00 

Income earned on sinking fund securities. (The 
sinking fund income account will be closed to 
ProGt and Loss.) 

Sinking Fund Cash. . . ... 9,500.00 

Cash... . . 9,500.00 

Deposit with sinking fund trustee. 

The trustee is expected to invest the sinking fund deposits in 
securities, but there usually will be some uninvested cash in the fund. 
The company's records should show what portion of the sinking 
fund is represented by cash and what portion is represented by se- 
curities. Therefore, when the trustee reports the purchase of securi- 
ties, the company should make an entry debiting Sinking Fund Se- 
curities and crediting Sinking Fund Cash. 

The sinking fund cash and securities may be shown in one 
total in the balance sheet, or they may be detailed as follows: 

Sinking Fund: 

Cash S S00 00 

Securities . 19,700 00 $90,000.00 

The sinking fund may be shown under the Other Assets caption, 
or as a separate item. 

"When the bonds mature, the sinking fund securities will be dis- 
posed of by the trustee, who will pay the bonds from the cash in the 
sinking fund. Assuming that the entire $100, 000.00 fund was in- 
vested in securities, that the securities were di*po 5 ed of without loss, 
and that the bonds were paid, the trustee would report the facts to 
the debtor company, and the company would make entries as 
follows : 

Sinking Fur. d Cush 300,000.00 

Sinking Fund Securities 100,000.00 

S.de of sinking fund securities. 

Bond- F.n-:ib> 100,000 03 

Sinking Fund Crn-h 

Retirement of the bond.-. 


100,0i30.00 
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If a loss is incurred in the disposal of the sinking fund securities, 
the company will be obliged to make another deposit with the trustee 
in an amount sufficient to bring the fund up to the required balance 
Assume that the trustee loses 8500 00 on the disposal of the securi- 
ties, the company will be obliged to make up this loss by a deposit 
of $500 00, and its entries will be 

Slaking Fond Cash 99 500 00 

Loss on Sale of Sinking Fond Securities 500 00 

Sinking Fund Securities 100 000 00 

Sale of sinking fund securities at a loss 

Sinking Fund Cash 500 00 

Cash 500 00 

Additional deposit with trustee to cover the loss 
from the disposal of the securities in the fund. 

Bonds Payable 100,000 00 

Sinking Tund Cash 100 000 00 

Retirement of bonds by sinking fund trustee 


On the other hand, if the trustee makes a profit of 8540 00 on the 
disposal of the sinking fund securities, the residue of the fund will be 
returned to the company The company's entries will be 


Sinking Fund Cash 

Sinking Fund Sec unties 
Profit on Sale of Sinking Fund Securities 
Sale of sinking fund securities at a profit 

Bonds Payable 

Sinking Fund Cash 

Retirement of bonds by sinking fund trustee 
Cash 

Sinking Fund Cash 

Excess m sinking fund received from trustee 


100,540 00 

10000000 

54000 


100 00000 

100 000 00 


540 00 

540 00 


Sinking Fund Reserves In addition to requiring sinking fund 
deposits, the terms of the bond issue may restrict the amount of divi- 
dends which the borrowing company can pay during the life of the 
bonds by requiring the establishment of a sinking fund reserve by 
transfers /ram earned surplus. 

The sinking fund reserve requirement is intended to prevent the 
impairment of the company’s working capital Suppose, for in- 
stance, that the company which issued the bonds mentioned in the 
foregoing illustration had a working capital (current assets minus 
current liabilities) of S100,000 00 after issuing its bonds This was 
considered no more than adequate to carry on operations During 
the first year of the life of the bonds, the company made $20,000 00 
of profits, if the company paid dividends to the full extent of the 
820,000 00 profits, and also paid $10,000 00 to the sinking fund 
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trustee, the working capital would be reduced $1 0,000.00. If this 
took place year after year, the company’s working capita! might be 
so impaired that it would not be able to carry' on its operations 
profitably. A year might soon come when, because of inadequate 
working capital, the company’s operations would be so unprofitable 
that it would not be able to make its sinking fund deposit. 

In order to restrict the pajment of dividends, and thus to avoid 
a dangerous impairment of working capital, the terms of the bond 
issue may include a provision similar to the following: “In addition 
to increasing the sinking fund §10,000.00 each 3 'ear, the company 
shall transfer §10,000.00 each year from its Surplus account to a 
Sinking Fund Reserve account: the surplus set apart in this reserve 
shall not be available for dividends until the bonds have been paid.” 

Referring to the illustration in the section on sinking funds, and 
assuming that the company was obligated to set up a reserve in 
accordance with the prolusion just quoted, the following annual 
entries would be made : 

End of first year: 

Sinking Fund Entry: 

Sinking Fund Cash 

C ash 

Deposit with the sinking fund trustee. 

Sinking Fund Reserve Entry: 

Surplus 10,000.00 

Sinking Fund Reserve 10,000.00 

To transfer a portion of the surplus to a reserve. 

End of second year: 

Sinking Fund Entries: 

Sinking Fund Ca-h .... 

Sinking Tund Income. 

Income collected by sink 
rities in the fund. 

Sinking Fund Ca-h , 

Ca«h 

Deposit with the trustee 

Sinking Fund Reserve Entry: 

Surplus 10,000.00 

Sinking Fund Re-crvc 10,000 00 

To tran.-ler a portion of the surplus to a reserve 

You should remember that a sinking fund reserve is really a part 
of the surplus: for the time being, dividends cannot be charged to it, 
but it is surplus nevertheless. Therefore, it should be shown in the 
balance sheet under the Net Worth caption, as illustrated on the 
following page. 


500.00 

500.00 

:ing fund trustee on secu- 


9,500.00 

9,500.00 


10,000.00 

10,000.00 



304 


BONDS, SINKING FUNDS, 


[Ch 51 


Net Worth 

Capj tal Stock $50000000 

Earned Surplus 

Sinking Fund Reserve — Not Available for 
Dividends $20 000 00 

Free — Available for Dividend* 15 000 00 

Total Earned Surplus 35 000 00 

Total Net Worth $535,000 00 

It is sometimes difficult to understand that a sinking fund resene 
is really a part of the surplus, because other reserves (such as the 
reserve for bad debts and the resenes for depreciation) represent 
decreases in the value of assets The nature of the sinking fund re 
serve would be more easily understood if it were called “Surplus 
Appropriated for Sinking Fund,” or “Surplus Not Available for 
Dividends Until After the Bonds Have Been Paid ” 

After the bonds have matured and been paid, the bondholders 
have no further nght to restrict the payment of dividends, there- 
fore, an entry can be made debiting the Sinking Fund Reserve and 
crediting Surplus Thus the balance in the Sinlung Fund Reserve is 
returned to Surplus, and is again free from any contractual hmita 
tions upon the payment of dividends However, it might be ex- 
pedient for the directors to refrain voluntarily from the payment of 
dividends from this surplus in order to protect the company’s 
working capital position 



CHAPTER 22 

Manufacturing Accounts 


Manufacturing costs. A merchandising concern buys its goods 
rcad.y for resale; its books, therefore, contain a Purchases account 
which shows the cost of merchandise purchased. A manufacturing 
concern buys raw materials, but the process of manufacture also 
involves expenditures for labor and for a great variety of manufac- 
turing expenses; its books must, therefore, contain accounts in 
which to record all these manufacturing costs. 

There arc three principal elements of manufacturing cost: 
materials, direct labor, and manufacturing expense. 

The following statement indicates the elements which enter into 
the computation of the cost of goods manufactured. 


THE ABC COMPANY Exhibit D 

Statement of Cost of Goods Manufactured 
Year Ended December 31, 1948 


Materials: 

Inventory, December 31, 1917 

Purchases . .... 

Less Returned Purchases and Allow anccs . . 

Net Purchases 

Freight In 

Total 

Total Inventory and Purchases. 

Le^s Inventory, December 31, ISIS. . . . 

Cost of Materials Used ... 

Direct I.abor . . .... 

Manufacturing Expenses: 

Indirect Labor 

Heat, Light, and Power . .... 

Building and Machinery Repairs . . . 

Depreciation: 

Buildings 

Machinery and Equipment 

Insurance . . . ... 

Taxes .... 

Factory Supplies 

Miscellaneous Factory Expense 

Total Manufacturing Expeases 

Total Material-, I.abor, and Manufacturing Expenses. . 
Add Goods in Proco,- Inventory, December 31, 1957. . 

Total 

Deduct Gcod> in Prore- - Inventory, December 31, 10'S 
Cast of Goods Manufactured 


$ 12,000 

$94,000 

1,300 

$92,500 

SOO 

93,300 

$105,300 

9,000 

$ 96,300 
SO, 750 


3,500 

300 


3,300 

6,000 

950 

1,400 

3,300 

2.500 

30,775 
$207,^25 
15 000 

$222, ‘•YO 
11,000 
$211, $25 
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Materials include only those things which enter into and become 
a part of the finished product, supplies used in the operation of the 
factory are not classified as materials because they do not become 
part of the finished product 

The nature of direct labor can best be shown by distinguishing it 
from indirect labor Employees who work on the product with 
tools, or who operate machines m the process of production, are 
direct laborers, but superintendents and foremen, who supervise the 
work of production, and engineers and janitors, whose services are 
incidental to the process of production, are indirect laborers 

Manufacturing expense, or manufacturing o\ erhead, includes all 
costs incurred m production which cannot be classed as material or 
direct labor Manufacturing expense includes, among other things, 
indirect labor, depreciation of the factory building and equipment 
cost of power, supplies, taxes, and insurance on the assets used in 
manufacture, and repairs and upkeep of the factory 

The cost of finished goods manufactured during a given period 
cannot be determined, howe\er, merely by adding the expenditures 
during the period for materials, direct labor, and manufacturing ex- 
pense There may be unfinished goods, called goods in process, on 
hand at the end of the period, and the cost of these unfinished goods 
must be deducted to determine the cost of goods finished Similarly, 
there may have been goods in process at the beginning of the period, 
and the«e must also be taken into consideration 

Profit and loss statement The profit and loss statement of 
a manufacturing company does not necessanlj differ from that 
of a trading company except m one particular The profit and loss 
statement of a manufacturing company shows the cost of goods 
manufactured (as determined in the statement of cost of goods 
manufactured), whereas the profit and loss statement of a trading 
company shows the cost of goods purchased The profit and loss 
statement of The ABC Company appears on page 307 

Surplus statement There are no unusual features in the surplus 
statement of a manufacturing company The surplus statement of 
The ABC Company appears bel&tr 


THE ABC COMPANY EshibitB 

Statement of Earned Surplus 
For the Year Ended December 31, 1948 f 


Balance December 31 1947 $71 4o0 00 

"Net Income for the Year per Exhibit C 18 02o 00 

Total $S9 47o 00 

Less Dividends 600009 

Balance December 31, 1948 $83 475 00 
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Exhibit C 


MANUFACTURING ACCOUNTS 

THE A B C COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1S4S 


Uross balo, $300, OX) 

Le>t Returned Solo? urd Allo-.aneus 2 000 

Net Sales . $255,000 

Lest Co't of C-»vL Sold: 

Finished Goods Investor.-. Decembers!, 1047 . $ 20.000 

Cost of Goods Manufactured, per Exhibit D .. 2U.S25 

Total $231,825 

Less Finished Goods Inx enter.-, December 31, 15!S 17,000 

Cost of Goods Sold . 214.S25 

Gross Profit on Sale- $ S3 175 

Less Sclbnr Expenses: 

Advertising .... $ 9,000 

Salesmen’s Salaries . . . 20,360 

Salesmen’s Trax elmg Experse S,0<X) 

MiscelLin'xiU' Selims Expense . 2,500 

Total Soiling Expenses . . ( 3?,S60 

Met Profit on Sales . . $ 43 315 

Less General Expenses: 

Office Salaries . $ 3,040 

0 ‘Seers’ Sala-iC' 18,000 

Stationery and Printing . 400 

Office Supplies 300 

Denro iatioa of Furniture and Fixtures. . . 750 

Bad Debts ... . . S00 

Miscellaneous General Expense 700 

Total General Expenses . . . 23,990 

Net Profit on Operations . . $ 19,325 

Add Other Income: 

Discount on Purchases 12100 

Net Profit on Opc-utinns, nnd Othe* Income $ 20,525 

Dedui t O'her Expense: 

Di'cour.t on Sales 2,500 

Net Income.. .... $ 1^025 


Statement of cost of goods sold. Some accountants prepare a 
statement of cost of goods sold instead of a statement of cost of goods 
manufactured. Such a statement would be similar to the statement 
of cost of goods manufactured, on page 30-3, except that the title 
would be changed from Cost of Good' Manufactured to Cost of 
Goods Sold, and would appear as follows: 

TEE ABC COMPANY Exlutw D 

Statement cf Cost of Goods Sold 
For the Year Ended December 31, 1S4S 

and part of the material in the profit and loss statement above would 
be incorporated in the statement of cost of goods sold, after the line 
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‘ Co t of Goods "Manufactured,” as shorn in the following partial 
statement of co~t of goods sold. 


Cost of Good Manufactured J^Ii 82o 00 

Add Finished Goods Inx entory December 31 1947 20 000 00 

Total *231820 00 

Deduct Finished Goods Inventorv December 31 194S 1700000 

Cod. of Goods Sold *214,82o 00 


The matter thus mcluded m the statement of cost of goods sold 
would be excluded from the profit and loss statement, which would 
then show the computation of the gross profit as follows 


THE ABC COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1948 

Gross Sales 

Less Returned Sales and Allowances 
\e* Salto 

Less Co«t of Goods S' Id, per Exhib t D 
Gross Profit on <I al“5 


Exhibit C 


*30000000 
2,00000 
*29SOOOOO 
214,82o OQ 
S S317oOO 


Balance sheet The balance sheet of a manufacturing com 
panv will uruallj contain three inventory accounts (finished good' 
goods in process, and raw materials) and certain facton fixed asset 
account balances The balance sheet of The ABC Company i* 
*hown on page 309 

Working papers The foregoing statements were prepared from 
the working papers on pages 310 and 311 These working paper* 
have a new pair of column* headed Manufacturing which contain 
the balances of all accounts u*ed m deter min ing the cost of good* 
manufactured, and the inventories of raw material* and goods in 
process at the end of the 3 ear 

The working papers were prepared as follows 

Trial Balance columns 

Copied from general ledger tnal balance 
Adjustments columns 

(A) Provision for bad d°bts, to bring total reserve to J1 000 00 

estimated amount required. 

(B) Provision for depreciation of factory buHdmg3 ato% per annum. 

(C) Provmon for depreciation of machinery and equipment at 10% 

per «rmnrg_ 

(D) Provision for depreciation of furniture and fixtures at 15% per 

(E) Accrued salaries and wages, charged to the expense account and 

credited to a liability account. 

(F) Unexpired insurance transferred to a prepaid expense account. 



THE ABC COMPANY Exhibit A 

Balnnce Sheet 
December 31, 1948 

Asttebl Liabilities and Net Worth 
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Drprr nation 108, 250 

Prepaid Expert* <"»: 

Unexpired Iiniirnnco 800 



THE ABC COMPANY 
Working Papers 
Year Ended December 31, 1948 
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Manufacturing columns 




Debit 

Credit 

(a) Goods in process — beginning of year 

15,000 00 


Raw materials used 



(b) Inventory — beginning of year 

12,000 00 


Net cost of materials purchased 



(c) Purchases 

94,000 00 


(c) Freight in 

800 00 


(d) Returned purchases and allowances 


1,500 00 

(e) Inventory — end of year 


9,000 00 

(f) Direct labor 

80,750 00 


(g) Manufacturing expenses 



Indirect labor 

9,125 00 


Heat, light, and power 

3,500 00 


Building and machinery repairs 

300 00 


Insurance 

950 00 


Taxes 

1,400 00 


Factory supplies 

3 500 00 


Miscellaneous factory expense 

2 500 00 


Depreciation of buddings 

3 500 00 


Depr of machinery and equipment 

6,000 00 


(h) Goods in process — end of y ear 


11,000 00 

(1) Balance — cost of goods manufactured— 



transferred to debit Profit and Loss 



column 


211 825 00 


233 325 00 

233 32500 

Profit and Loss columns. 




Debit 

Credit 

Net sales 



(i) Sales 


300,000 00 

(j) Returned sales and allowances 

2,000 00 


(k) Finished goods — beginning of y car 

20,000 00 


(I) Cost of goods manufactured (trails- 



ferred from manufacturing columns) 211,825 00 


(m) Finished goods — end of year 


17,000 00 

(n) Selling expenses — totaling 

39,860 00 


(o) General expenses — totaling 

23,990 00 


(p) Discount on purchases 


1,200 00 

(q) Discount on sales 

2,500 00 


(r) Balance — net income — transferred to 



Earned Surplus 

18 025 00 



318 200 00 

318 200 00 

Surplus columns 



Surplus at tbe beginning of the year 


71,450 00 

(r) Net income 


18,02o 00 

(s) Dividends 

6,000 00 


Balance — Earned Surplus, end of the 



year 

83 475 00 


89 475 00 

89 475 00 

Balance Sheet columns' 



Assets, liabilities, and net worth at the end of the year 
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Apportioned items in the working papers. If an expense charged 
to one expense account is to be apportioned fas between manufactur- 
ing and selling expenses; or among manufacturing, selling, and 
general expenses) the apportionment may be indicated in the work- 
ing papers in the manner illustrated below. Observe that, when a 
portion of an expense is classified as Selling Expense and another 
portion of the same expense is classified as General Expense, the two 
portions are identified by the letters S and G. These letters may 
also be used if an expense is not apportioned between Selling and 
General, but the title of the account does not clearl}' indicate 
whether the items should be classified as Selling or General. 


i Trial Balance j Manufacturing ; Profit and Loss 


Taxes 

t 

u 

! 

3,000j00 j 

2,000 00 > / G00 00S 

: , -too'ooo 

Rent of Building 

1 

c,ooo;oo i 

5,000,00 ; 1,000,000 


If an account balance is apportioned thus, the journal entries 
closing the books should give recognition to the apportionment. 
Thus, if an expense account balance is apportioned to Manufactur- 
ing, Selling, and General, a portion of the account balance will be 
transferred to Manufacturing account in the entry closing the 
manufacturing expense accounts, a portion will be closed to Profit, 
and Loss in the entry closing the selling expense accounts, and the 
remainder will be closed to Profit and Loss in the entry closing the 
general expense accounts. 

Closing the books. The journal entries closing the books of a 
manufacturing company may be grouped as follows: 

(I) Entries for adjustments: deferred and accrued items, re- 
serve provisions, and so forth. 

(II) Entries to set up a Manufacturing account into which arc 
closed all of the accounts containing information used in 
determining the cost of goods manufactured. 

(Ill) Entries in Profit and Loss and Surplus. 

The entries closing the books of The A B C Company are shown 
below. These entries are keyed, by letters, to the amounts shown 
in the working papers. This is done for clearness of presentation in 
this chapter; such letters would not be used in actual books of 
account. 

Adjustments. The reserve for bad debts is increased to $1 ,000.00 
by the following entry: 


(A) Bad Debts SOO.OO 

Reserve for Bad Debts SOO.OO 


To increase the reserve to $1,000.00. 
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Depreciation of the fixed assets is provided for by the following 
entries: 


(B) Depreciation of Building? 3,50000 

Reserve for Depreciation of Building . . 3,500 00 

To provid* for depreciation at 5% per 
annum. 


(C) Depreciation of Machinery and Equipment 6,00000 
Reserve for Depreciation of Machinery and 

Equipment 6,000 00 

To proyide for depreciation at 10% per 
annum. 


(D) Depreciation of Furniture and Fixtures 750 00 

Reserve for Depreciation of Furniture and 
Fixtures 750 00 

To provide for depreciation at 15% per 
annum. 


Accrued salaries and wages are recorded by the following entry: 


(C) Direct Labor 750 00 

Indirect Labor 125 00 

Salesmen's Salaries 300 00 

Office Salaries 40 00 

Accrued Salaries and \\ ages 1,275 00 


Salaries and wages accrued and unpaid at end 
of year 


Unexpired insurance Is deferred by the following entry: 

(F) Unexpired Insurance 300 00 

Insurance 30000 

Premiums unexpired 


Manufacturing account entries. The following entries produce 
a balance in the Manufacturing account representing the cost of 
goods manufactured during the year. 

Goods in process at the beginning of the year: 

(a) Manufacturing 15,000 00 

Goods in Process Inventory 15,000 00 

lo charge Manufacturing account with the 
cost of goods in process at the beginning of the 
year 

Materials used during the year* 

(b) Manufacturing 12,000 00 

Raw Material Inventoiy 12,00000 

lo charge Manufacturing account with the 
cost of raw materials on hand at the beginning 
of the year 

(c) Manufacturing 91,800 00 

Purchases — Raw Material 94,000 00 

Freight In 800 00 

To close the Purchases and Freight accounts 
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(til Returned Purchases and ATo-vanccs 1.5C0.C0 

1- lanufa iturir.x 

T» the Returned Purchuues and Allow- 
ance* acociirt. 

fe) Pur’.' Material InvpnVry 9.CC0.C0 

Man’ifaetrains 

To *et up the inventory of rw materials at the 
cn»i of the w»f- 

Direct labor costs: 

(f) Manufacturir.z .... S0.750.C0 

Direct Labor . . . 

To churn*’ Manufacturing account with the 
cost of direct Liber. 

Manufacturing expenses: 

(▼1 Manufacturing . . .... 30,775X0 

Indirect Labor . 

H-'-at, Liiih*. and Power 
EuiMirg and Machinery Repairs 
Insurance 
Taxes 

Fart >ry Supplies. . ... 

Miscellaneous Factory Expense 
Depreciation of Budilins*. 

Depreciation of Machinery and Equipment 
To close the manufacturing expense accounts. 

Goods in process at the end of the year: 

ih) Goods in Fpvct. Inventory Il.CGO.OO 

Manufacturing 

To -ct up the gemis in nrcoe"- inventory at the 
end of the vear. 


I, cCO.CO 


9,CC0.W 


50,730.00 


0, 123.00 
3.300 CO 
300.00 

o: o.oo 

1.400 CO 

3.300.00 

2.300.00 

3.300.00 
6.CG0.C0 


11 , 000.00 


The balance in the Manufacturing account now represents the 
cost of goods manufactured during the year. 

Profit and loss and surplus entries. Entries to credit Profit and 
Loss frith net sales: 

(;■> Sales . . 200.000 00 

Prog* 2 oPO.CCO CO 
To the J. TC°DD* r . 

(j) Pr:£t zzd Lo<« 2.0TO CO 

P. ,T '’virr:»'<l Sales tine 2.CH 0 CO 

To th»; K^urr^ti S de< and .YE^'va.sce * 8 


Entries to debit Profit and Loss with the cost or goods sold: 


d Fr-St and L«'-* 

Fir:*h”d G •<’<!.-* Invr»ntary. 

T>' chum” Fr-'St and Los- b the i-.ven- 
t.T.- rf tinLhed r-i-'di at the burn air a cf 


eo.i»} co 
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(l) Profit and Loss 211,825 00 

Manufacturing . 211,82500 

To close the Manufacturing account, and to 
charge Profit and Loss with the cost of floods 
manufactured during the > ear 

(m) Finished Goods Inventory 17,000 00 

Profit and Loss ’ 17,00000 

To set up the inventory of finished goods at 
the end of the year 

Entry for selling expenses 


(n) Profit and I»ss 39,860 00 

Advertising 9,00000 

Salesmen's Salaries 20,360 00 

Salesmen s Traveling F xpense 8,000 00 

Miscellaneous Selling Expense 2,500 00 

To close the selling expense accounts 

Entry for general expenses 

(o) Profit and Loss 23,990 00 

Office Salaries 3,040 00 

Officers’ Salaries 18,000 00 

Stationery and Printing 400 00 

Office Supplies 300 00 

Miscellaneous General Expense 700 00 

Bad Debts £0000 

Depreciation of Furniture and Fixtures . 750 00 

To close the general expense accounts 


Entries for other income and expense* 

(p) Discount on Purchases 

Profit and Loss 
To close 

(q) Profit and Loss 

Discount on Sales 
To close 


1,20000 

1,200 00 


2,500 00 


2,500 00 


Entries m Surplus 

(r) Profit and Loss 

Earned Surplus 

To transfer the net income to Surplus 


18,025 00 

1802500 


(s) Earned Surplus 6,000 00 

Dividends 6,000 00 

To charge Surplus with dividends paid during 
the year 


Manufacturing and Profit and Loss accounts. The Manufactur- 
ing account and the Profit and Loss account are shown on pages 317 
and 318. The entries in these accounts are cross-referenced to the 
journal entries by letters. This is done for purposes of explanation 
m this chapter, letters would not appear in actual accounts. 
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CHAPTER 23 
Miscellaneous Matters 
Numerical Chart of Accounts 

Account numbers. Most ledgers are kept on cards or in loose- 
leaf binders. Each account is given a number, and the cards or 
sheets are kept in numerical order. 

It is advisable to number accounts in a systematic manner so that 
the account numbers indicate classifications and relationships. 
Numbering systems differ, but the following chart of accounts 
illustrates the general principle. 

Observe that each account number contains four digits, and that 
the first digit at the left indicates a main classification, as shown 
below : 

1 — Assets and related reserves. 

2 — Liabilities and deferred credits. 

3 — Net worth. 

4 — Sales and related accounts. 

5 — Accounts with manufacturing costs: materials, labor, 

and manufacturing expenses. 

G — Selling expenses. 

7 — General expenses. 

S — Other income and expense. 

9 — Closing accounts: Manufacturing and Profit and Loss. 

The second digit in a general ledger account number indicates a 
main subclassification, thus: 

11 — Current assets and related reserves. 

12 — Other asset-. 

13 — Fixed assets and related reserves. 

14 — Prepaid expenses and deferred charges. 

The third and fourth digits indicate further subclassifications and 
relationships, thus: 

1 130 Notes Receivable. 

1135 Accrued Interest on Notes Receivable. 

1139 Notes Receivable Discounted. 

The third and fourth digits are not assigned haphazardly, but in 
many instances are selected for reasons of consistency, or to show 
relationships. 
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As illustrations of numbers chosen for purposes of consistency 
obser\ e the following account numbers The first digit indicates 
whether the account represents an asset or a Lability, the fact that 
the item is current is indicated by the second digit, the final 20 
indicates an account receivable or payable, the final 30 indicates a 
note 

1120 Accounts Receivable 
2120 Vouchers Paj able 
1130 Notes Receivable 
2130 A otes Payable 

Also observe that offset accounts, representing deductions from 
related accounts, are numbered with a final 9 
1120 Accounts Recen able 
1129 Resen e for Bad Debts 
1331 Machinery and Equipment 

1339 Resen e f or Depreciat ion — Machinery and Equipment 

2350 6% First Mortgage Bonds 

2359 Unissued Bonds 

3171 Preferred Stock Authorized 

3179 Unissued Preferred Stock 

3201 Earned Surplus 

3279 Dividends on Preferred Stock 

3289 Dividends on Common Stock 

As an illustration of account numbers assigned to show relation- 
ships, observe the following 

The account with bonds payable is 
2350 6% First Mortgage Bonds 
Observe the numbers of the related accounts. 

1250 Sinking Fund Cash 

1251 Sinking Fund Securities 
1450 Bond Discount 

2150 Accrued Bond Interest 
3250 Sinking Fund Resen e 
8250 Bond Interest 

As another illustration of account numbers assigned to show 
relationships, observe the following 

The capital stock accounts are numbered 31 — , the preferred 
stock accounts are numbered 3 17-, and the common stock 
accounts are numbered 318 
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Observe the number; of the following related accounts. The 
digit in the third position indicates the cia^- of ‘nock; the fourth 
digits have the same significance in both groups of aeeoimts. 

3171 Preferred Stock Authorized. 

3175 Preferred Stock Sub-cnbcd. 

3179 L ni— tied Preferred Stork. 

1275 Subscriptions to Preferred Stock. 

3279 Dividends on Preferred Stock. 

31S1 Common Stock Authorized. 

31S-5 Common Stock Subscribed. 

3 ISO Uni-fued Common Stock. 

12S5 Subscription- to Common Stock. 

32S9 Dividends on Common Stock. 

Another illustration of account numbers assigned to show 
relationship? is: 

1455 Unexpired Insurance. 

5355 Insurance i manufacturing expense). 

G055 Insurance (selling expense). 

7055 Insurance (general expense). 

Illustrative chart of accounts. The following chart of accounts 
will be used in a practice set accompanying the text : 

Crr.KEXT .\>si.rs: 

1111 Ca-h. 

1112 Petty Cash. 

1120 Account- Receivable. 

1129 Reserve for Bad Debts. 

1130 Notts Receivable. 

1135 Accrue l Intcre-t on Notre Receivable. 

1139 No'e- Receivable Pi-counted. 

1151 rini-hed Cci? !-. 

1161 Good- in Pn >< -a—. 

1171 Raw Mated ds. 

Ox: rar. A -re. re: 

1232 T. R. Pri-e. Dr..v. inure 

1233 Weber and Fid Is. 

1250 Sinking Fun i Cares. 

1251 Sinking Fund rev; add re. 

1275 Suire Tin tie;- - to Pre firrc i S'c«-k. 

1235 red vripthere to Common itoek- 



322 


MISCELLANEOUS MATTERS [ck 23 

Fixed Assets 
1311 Land 
1321 Buildings 

1329 Reserve for Depreciation — Buildings 
1331 Machinery and Equipment 

1339 Reserve for Depreciation — Machinery and Equipment 
1341 Tools 

1349 Reserve for Depreciation — Tools 
1351 Delivery Equipment 

1359 Reserve for Depreciation — Delivery Equipment 
1361 Furniture and Fixtures 

1369 Reserve for Depreciation — Furniture and Fixtures 
1371 Patents. 

1379 Reserve for Patent Expiration 
1381 Goodwill 

Prepaid Expenses and Deferred Charges: 

1411 Factory Supplies Inventory 

1412 Stationery and Printing Inventory. 

1415 Coal Inventory 

1450 Bond Discount 

1451 Prepaid Garage Rent 
1455 Unexpired Insurance 

Current Liabilities 
2120 Vouchers Payable 

2129 Freight to be Deducted 

2130 Notes Payable 

2135 Accrued Interest on Notes Payable. 

2150 Accrued Bond Interest 

2151 Accrued Payroll 

2161 F ederal Taxes W ithheld from Employees. 

2162 0 A B Taxes Payable 

2163 State Unemployment Taxes Payable 
2104 Federal Unemployment Taxes Payable. 

2165 Accrued Taxes Payable — General 

2166 Reserv e for Federal Income Tax. 

2179 Dividends Payable — Preferred 
2189 Dividends Payable — Common. 

Other Liabilities 
2201 Lane Brothers 
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Fixed Liabilities: 

2310 Mortgage Payable — G%. 

2320 Mortgage Payable — 5%. 

2350 6% First Mortgage Bonds. 

2359 Unissued Bonds. 

Deferred Credits: 

2121 Rent Collected in Advance. 

2435 Interest Collected in Advance. 

Net Worth: 

3171 Preferred Stock Authorized. 

3175 Preferred Stock Subscribed. 

3179 Unissued Preferred Stock. 

31S1 Common Stock Authorized. 

31S5 Common Stock Subscribed. 

31S9 Unissued Common Stock. 

3201 Earned Surplus. 

3250 Sinking Fund Reserve. 

3279 Dividends on Preferred Stock. 

32S9 Dividends on Common Stock. 

Sales and Related Accounts: 

4001 Sales. 

4009 Returned Sales and Allowances. 

Purchases a.vd Related Accounts: 

5171 Purchases — Raw Materials. 

5172 Freight In. 

5179 Returned Purchases and Allowances. 

Direct Labor : 

5201 Direct Labor. 

Man u fa cturi nc. Expenses ; 

5300 Manufacturing Expense (Control). 

5301 Indirect Labor. 

5302 Superintendence. 

5311 Factory Supplies. 

5315 Heat. Light, and Power. 

532S Repairs to Buildings. 

5329 Depreciation — Building'. 

533S Repairs to Machinery and Equipment. 
5339 Depreciation — Machinery and Equipment. 
5349 Depreciation — Tools. 
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5355 Insurance 
5360 Taxes 

5379 Patent Expiration Expense 
5390 Misce r !ancous Factory Expense 


Selling Expenses 
6000 Selling Expense (Control) 

6001 Salesmen s Salaries 

6002 Commissions 

6003 Salesmen s Traveling Expenses 
6001 Delivery Salaries 

6051 Deliver} Expense 
6055 Insurance 

6059 Depreciation — Deli\ cry Equipment 
6061 Freight Out 
C0G3 Freight on Returned Sales 
6070 -Advertising 

6090 Miscellaneous Selling Expense 


General Expenses 
7000 General Expense (Control) 

7001 Officers Salaries 

7002 Office Salaries 

7011 Office Supplies 

7012 Stationery and Printing 
7029 Bad Debts 

7055 Insurance 
7060 Taxes 

7069 Depreciation— Furniture and Fixtures 
7071 Postage 

7081 Collection and Exchange 
7090 Miscellaneous General Expense 


Other Income 
8101 Discount on Purchases 
8121 Rent Income 
8135 Interest Income 
8151 Delivery Income 


Other Expenses 
8201 Discount on Sales 
8235 Sundry Interest Expense 
8240 Mortgage Interest 
8250 Bond Interest 
8266 Federal Income Tax 
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Closing Accounts: 

9001 Manufacturing account. 

9002 Profit and Loss. 

Organization of ledger. If the chart of accounts is well planned, 
the accounts will be arranged in the ledger in the sequence in which 
their balances will appear in the statements at the end of the period. 
For instance, all current asset accounts will be in one section of the 
ledger, and they will be arranged in the order in which they appear 
in the balance sheet. Since the fixed assets will appear in the balance 
sheet after the current assets, their accounts should appear in the 
ledger after those of the current assets. 

In constructing a chart of accounts, it is desirable to leave several 
unassigned numbers in each group, to provide for other accounts 
which may be added later. If new accounts are added, they should 
be given numbers which will place them in the ledger in the sequence 
in which their balance* will appear in the statements. 

Use of account numbers instead of account names. Space can 
frequently be saved in the books of original entry by providing a 
narrow Account Number column instead of a wide Account Name 
column. The following paragraphs show the use of such Account 
Number columns in the: 

Voucher register. 

Cash disbursements books. 

Cash receipts book. 

Voucher register. Special columns are piovided in the voucher 
register for the accounts most frequently debited. Previously it 
has been necessary to write (in the Sundry Accounts Debited sec- 
tion) the names of accounts infrequently debited. The writing 
of these account names can be avoided by using an Account Number 
column instead of an Account Name column, thus: 

, SrvLnn Ac- 


; COUNT'' 

Debited 

I A oct. 

X >. A 

Amount 

log! 

I.lVKW 

SAA 

AV 00 


Kefcrring to the schedule of accounts, we find that account 1321 
is Buildings and account S23-1 is Sundry Interest Expense. 

Since the bookkeeper has used the account number to indicate 
the account to which the posting ;’s In h- made, it will be confusing 
to use the account number also to show that the porting /.os ban 
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made. Therefore, a check mark is used for that purpose. After the 
entries have been posted, the Sundry Accounts Debited section will 
appear as follows: 


Sundry Ac- 
counts Debited 

Acct.1 

No 

V 

Amount 

1321 | 
8235 

V 

V 

1 , 000 loo 

25 [00 


The only credit column m the voucher registers previously illus- 
trated was Vouchers Pay able. Occasionally it is necessary to credit 
some other account, and in such cases entries might be made in red 
ink in the Sundry Accounts Debited section. 

To avoid such red ink entries, it is advisable to provide a sundry 
credit column as well as a sundry debit column in the voucher 
register, as illustrated below 



Debits 


Acet 

No 

V 

Amount 

il 


Amount 







Cash disbursements book. The cash disbursements book 
(check register) previously illustrated in connection with the voucher 
system contained only three columns. 

Debit: 

Vouchers Payable 
Credits 

Discount on Purchases 

Cash 

Occasionally it is necessary to debit or credit other Accounts at 
the time of paying vouchers, therefore, it is desirable to include a 
Sundry Accounts debit section and a Sundry Accounts credit section 
in the cash disbursements book. The illustration on page 327 shows 
how such columns may be used. 

In the first two transactions it is assumed that payments were 
made by bank drafts, and that the bank charged an exchange fee, 
the checks issued in purchasing the drafts were, therefore, larger 
than the amounts of the vouchers being paid. The charges to Col- 
lection and Exchange are indicated by the debits to account 7081* 
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The Explanation column does not contain the names of any 
accounts: the accounts to be debited and credited are indicated 
either by entering the amounts in special columns, or by entering 
account numbers in the Account Number columns of the Sundry 
Accounts credit or Sundry' Accounts debit sections. Account 3 1S9 
is Unissued Common Stock: account 1130 is Notes Receivable; 
account 70S1 is Collection and Exchange. 

Attention is directed to the entries explained as Collections. In 
a large business it may be desirable to use a separate cash receipts 
book for collections from customers, if many such collections are 
received. This book may be ruled as in the following illustration, 
which shows the collections for July 20: 


Cash Receipts — Customers 


Date i\ 

t ; 

Xante 

j Account'' 
Receivable j 

Discount 

Frelch* 

Cash 

19 — i ; | 
J ul v 20 » 

F. II. Barnes 

i ! 1 

soooo; 

sW 


702 00 

i 

G. D. Sampson 

; 300 00' 

1 1 

1600 

' 

300 00 

1 

G* orae Dawson j 

i,6oo oe! 

0 00 

1,575 CO 


James G. Flodtn i 

100 00' 

1 00' 

200 

07 00 

J 

David Buscocn . ! 

200 CO’ 

■ 

4 00 

irv co 

! 

t 

| 

_ 3,000 00 

25 00 

15 00 

2.000 00 


The items in the Accounts Receivable column are posted to the 
subsidiary accounts receivable ledger, the posting being indicated by 
check marks in the (v) column. The daily totals may be carried 
to the general cash receipts book, in the manner illustrated: in this 
case, postings to the debit of Accounts Receivable control. Discount 
on Sale?. Freight Out and Cash will be made from the general cash 
receipts book. Or the daily totals of the columns of the cash re- 
ceipts — customers book need not be entered in the general cash 
receipts book, in which ease monthly totals of the four columns of 
the cash receipts — customers book will bo posted to the general 
ledger. This latter procedure will be used in the practice set. 

Use of account numbers and check marks. In preceding chap- 
ters. ledger page numbers have been entered in books of original 
entry to indicate that postings have been mad” to general ledger 
accounts, and check marks have been used to indicate that po-ting- 
have been made to subsidiary record;. Bookkeepers som<’tim i ~s use 
check marks to indicate that debits or credits to certain accounts are 


no: to be posted. 

Ledger page numbers have always indicated that 
been made, but ledger account numbers are now to b- 
cate accounts to winch postings are to be made. 


posting? have 
e used to ir.di- 
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If an account number may show either where an entry is to be 
posted or that an entry has been posted, and if a check mark may 
indicate either that an entry has been posted or that it is not to be 
posted, confusion will result Unfortunately, there is no universally 
accepted method of avoiding this confusion In the remaining chap- 
ters of this book the following procedure is followed 

Account numbers (with or without names) indicate accounts 
to which postings are to be made 
Check marks indicate that postings have been made 

Thus, the account name and number are entered at the head 
of each column which is to be posted in total (See preceding 
illustrations of voucher register, cash disbursements book, and cash 
receipt*! book ) When the column total is posted, indicate that fact 
by putting a check mark at the foot of the column, below the total 

In the Sundry Accounts sections of the books of original entry 
in which such sections may be used, indicate, by account num 
bers only, the accounts to which postings are to be made Indicate 
that postings have been made by entering check marks in the (v0 
column 

In writing journal entries, show the account number (or number 
and name), after posting, enter a check mark in the (vO or LF 
column 

Thus, an account number will show the account to which the 
posting is to be made, and a check mark will indicate that the posting 
has been made 

Postings to subsidiary records will also be indicated by check 
marks 

If an entry or column total is not to be posted, that fact may be 
indicated by an x in the (V) or L F column, or below the column 

Expense Controls 

Controlling accounts. In studying controlling accounts with 
customers and creditors, you learned that controlling accounts are 
introduced into the accounting system when the work becomes so 
heavy that it must be divided 

In a very large business, the controlling account procedure can 
also be applied to expense accounts, thus providing for further sub- 
division of the bookkeeping work Controlling accounts with 
\ arious classes of expense can be kept in the general ledger, and the 
details can be kept in a subsidiary expense ledger or other record 

Referring to the account classification, let us assume that ex 
pense controlling accounts are to be kept in the general ledger, and 
detail accounts are to be kept in a subsidiary record 
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The voucher register will contain a debit section for each of the 
three controlling accounts (Numbers 5300. 6000, and 7000), and each 
of these controlling account sections will be provided with three 
subcolumns: Account Number, (%/), and Amount., as shown on 
pages 332 and 333. 

During the month, the bookkeeper in charge of the subsidiary 
expense record posted the individual entries from the expense control 
columns, and indicated by check marks in the (%/) column between 
the account number and the amount, that the postings were made. 
Thus, the check marks in the part of the register shown indicate that 
he has posted to the following accounts: 


5311 Factory Supplies . $ G5.00 

G070 AdvcrtMnp 200.00 

G0G1 Freight Out 25.00 

5301 Indirect I-nbor . 150 00 

G001 Sale'tneri's Salaries . 22S.00 

G0(M Delivery Salaries . 200.00 

7002 Office Salaries 200.00 


The general ledger bookkeeper posted from the voucher register 
as follows: 


AT THE END or THE MONTH — COLUMN TOTALS: 

Credits: 

Vouchers Pavnble 


2120 $20,050 00 


Debits: 


Purchases 

5171 

S 1-1,500 00 

F wight In 

5172 

375 00 

Manufacturing D\pciw > (Control) 

5300 

905.00 

Felling I)\'pcn~e (Control) 

G000 

2,000 00 

Genera! E\pcn«e (Control) 

7000 

S70.00 

CRING THE MONTH — ENTRIES IN SUNDRY 

ACCOUNTS SECTION 

: 

Debits: 

Notes Payable... 

2130 

500 00 

Intcre-t INpcri-e 

S235 

1000 

Direct Igibor 

5201 

G50.00 
$20,050 01 


Since the subsidiary ledger bookkeeper has posted ail the items 
in the Manufacturing Expense column, the sum of the balances in 
the subsidiary manufacturing expense accounts should equal the bal- 
ance in the Manufacturing Expense controlling account. The same 
agreement should exist between the Selling Expense controlling 
account and the subsidiary selling expense record, and between the 
General Expense controlling account and the subsidiary general 
expense record. 
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Voucher 




The Inst entry, which is for depreciation of deln ery equipment, 
was made in the journal and was posted to the analysis record and 
also to the conti oiling account The “Ref ” column is intended 
to shorv the source of all entries not posted from the \ oucher register 
Credits in subsidiary expanse analysis columns can be indicated 
by red ink entries 

The controlling account with Selling Expense appears as follows 
Selling Expense (Control) 

(villi '206ojoo 

J2l 25l<»l 


19— ( 
July 31 
31 
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Dru tth 


it'sun> Acco uvr* 


MnnuNrturins « 
Exp^n*** I 
5300 


SoJllUR 

Expense 

0000 


General 
Expense 
TO 00 


Debit 


CmiU 


N'o‘ No' 


\/, Amount f \//Amoun}^\^* v Amcurif 


Amount 


5311 \/j 05 


j | i 
icorov! 200 00 ! 

5 , ; ! ? 


i > 


i ! 


J2I20V. SCO 00 


j ’ ‘ f if . JO-K, 

' ,0001^/- C.'.'oo' 1 ) ’ t 1 

5301 k” 150;00'C0Olj\/l 2JMX>* 7002|v! 200 W)'. 5201 \ 030 CO' 

1 COO I k'* 200 00 | . 

1. “sips' no i r.ooooo ’ 576 oo I 1.1m fo ~ 


ItcrnxrL* 


y/ 


The subsidiary expense ledger bookkeeper prepares a summary of 
the selling expense accounts at the end of the month in the following 
form: 


Selling Expenses, July, 19 — 


G001 Salesmen's Salaries .... S S03.00 

G003 Salesmen’s Traveling Expen.-c 203.00 

G001 Delivery Salaries 400.00 

G051 Delivery Expense . . . 290.00 

G059 Depreciation — Deliver}' Equipment . 25.00 

G001 Freight Out 102.00 

GOTO Advertising... .. 200.00 


S2.0S5.00 


This summary is prepared for two reasons: first, to prove that 
the subsidiary record is in agreement with the controlling account; 
second, to furnish the general ledger bookkeeper with the details that 
he will require for the preparation of the profit and lo*s statement. 

The subsidiary records and monthly summaries of manufacturing 
and general expenses may be prepared in a similar manner. 

Posting from vouchers. If desired, the postings to the stib- 
sidiary expense records can be made directly from the vouchers in- 
stead of from the voucher register. If this is done, the Account 
Number and the (\/) columns will not be needed in (lie expense 
controlling account sections of the voucher register. 

Use of account numbers on vouchers. In the voucher illus- 
trated on page 207, the names of the accounts most frequently 
debited were printed on the back of the voucher, and spaces were 
left in which to write the names of other aceounts as required. It may 
be desirable to print account numbers instead of names on the back 
of the voucher. Since so much less space is required for numbers 
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than for names, the back of the voucher can contain more printed 
account numbers than account names, and thus reduce the amount 
of writing to be done by the bookkeeper. 


Note Registers as Books of Original Entry 

Notes receivable register. If there are many transactions m 
volving notes and drafts, the Notes Receivable and Notes Payable 
at< ounts may be controlling accounts and the note registers may 
be designed for use as books of original entry and subsidiary records 
rather than as merely supplementary memorandum records When 
the note registers are used as books of original entry, they may be 
called the notes receivable journal and the notes payable journal 

The illustration on page 335 shows how the notes receivable regis- 
ter may be used as a book of original entry in which to record the 
receipt of notes and acceptances receivable 

The total of tho Accounts Receivable column is posted to the 
credit of the Accounts Receivable controlling account postings to 
the credit of individual accounts in the subsidiary ledger are made 
as indicated by the check marks at the left of the names, and as 
more fully explained later 

The total of the Notes Receivable column is posted to the debit 
of the Notes Receivable controlling account Since there are occa 
sional interest and discount adjustments to be made in settling 
accounts by notes, space is provided in the Sundry Accounts columns 
for miscellaneous debit® and credits 

The entries in the notes receivable register are explained below 
The debits and the credits m the register take the place of entries 
which would otherwise be made in the journal 

First entry 

On July 2 we received a 30 day, G% note dated July 1 from A It Lukins, 
the maker We credited Lukins (the check mark in the L T column 
indicates the posting to his account) and Accounts Receivable con 
trol Notes Receivable account was debited 

Second entry 

On July G we received a GO day note from G C Walker with interest for 
GO days at 6% included in the face The note was received to apply 
on account The entry in the register for the receipt of this note 
contained the following debits and credits 


Debit Notes Receivable 
Credit Accounts Receivable (and Walker) 
Interest Income (account 8135) 


1010 00 


100000 
10 00 
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( ' entnVi in tli<* X-A rnlmmi indirntc wlirthcr tin: |ki(kt is n note or mi ms ejitmu'c.) 
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Third entry 

On July 11 we received from C D Perkins a note signed by Ralph 
Morton due in 60 days from July 1, without interest, for §1 00000 
Although Morton was the maker of the note, we credited Perkins 
because we received it from him by endorsement We credited him 
with the discounted value of the note — face less 6% interest for 
SO days The entry in the register was 

Debit Notes Receivable 1 000 00 

Credit Accounts Receivable (and Perkin*) 991 67 

Interest Income (account 813a) 8 33 


Fourth entry 

James Hudson purchased merchandise from us on Julj 14, terms 
1/10 n/60 \Ve allowed him to deduct the 1% discount in considers 
tion of his giving us a 30 day interest-bearing note The entrj in 
the register for the receipt of the note w as 

Debit Notes Receivable 495 00 

Discount on Sales (account 8201) 5 00 

Credit Accounts Receivable (and Hudson) 500 00 

Fifth entry 

On July 21 we sold mercliandtse to C T Wilson under terms requiring 
him to accept a 30-day draft The acceptance was received on Julj 
25 it had been accepted on July 23, and was paj able 30 days after 
sight The acceptance was made payable at the Home National 
Bank of Atlanta The entry w as 

Debit Notes Receivable 300 00 

Credit Accounts Receivable (and W ilson) 300 00 


The postings to the general ledger from the register were 


During the month — entries in Sundry Accounts columns 
Discount on Sales — account 8201 
Interest Income — account 813o — two entries 
At the end of the month 

Notes Receivable — account 1130 
Accounts Receivable — account 1120 

Total debits and credits to general ledger 


Debit Credit 
? 500 

$ 1833 

3 305 00 

3 291 67 
S3 310 00 S3 310 00 


Accounts in the accounts receivable subsidiary ledger were 
credited as indicated by the check marks at the left of the names 
Entries for the collection or the discounting of notes receivable 
would be made m the cash receipts book in the usual way, with 
notations in the memorandum columns of the register The cash 
receipts book should have a Notes Receivable credit column to 
facilitate posting to the controlling account 
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Notes payable register. The entries in the notes payable register 
on page 33S are explained in the following comments: 

First entry: 

On November 1 we gave a GO-day, G% note for $5,000.00 to Sidney 
Welch to apply on account. 

Debit: Vouchee; Payable (Xn. 3lf>). .">.000.00 

Credit: Note? Payable . 5,000.00 

Second entry: 

On November 3 we accepted a 30-day sight draft for $1,000.00, without 
interest, drawn by George Mason, payable to himself. 

Debit: Vouchers Payable (No. 321) 1,000.00 

CreJit: Notes Payable 1,000.00 

Third entry: 

On November 7 we gave a note to James Snowden, to whom we owed 
$2,000.00; the note was due in GO days, and the face included interest 
at 6% f° r b0 days. 

Debit: Voucher; Payable (No. 330) 2,000.00 

Sundry Interest INpcn-e (account S235) . 20.00 

Credit: Notes Payable . . 2,020.0 0 

Fourth entry: 

On November 12, Fred Hunt, to whom we were indebted, drew a 
30-day sight draft on us for $500.00, payable to F. R. Norton. We 
accepted it. 

Debit: Vouchers Payable (No. 330) 500.00 

Credit: Notes Payable 500.00 

Fifth entry: 

On November 10 we purchased $2,000.00 worth of merchandise from 
Holmes & Company, terms 2^ in ten days. With their consent, we 
took the discount by issuing them a 10-day note: 


Invoice $2,000 0*3 

IjCss c discount .... 40.00 

Note due in 10 days $1 .909 OO 

The debits and the credits in the notes payable register were: 

Debit: Vouchers Payable (No. 350). 2 . 0 -v) 00 

Credit: Discount on Purchases {account S101) 40,00 

Notes Payable .... 1,0-50.00 


Sixth entry: 

On November 25 wc borrowed from the bank, is-minz a GO-day, non- 
interest note for $5,000.03, and receiving $1,050.00 as the pro- 
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ceeds. This transaction required a cash receipts book entry as well 
as a note register entry. These entries were as follows: 



Entries 

Entries Po.ted 

Vo lex pr.ijr.ble rct;i*lr r . 

Not 

Po'ted 

Debits Credits 



Debit: Memo in Sundrv Accounts column 

4,050.00 


Sundry Interest E\pen-e faccount S235) 

50.00 

Credit: Notes Payable 


5,000.00 

C’fidi rrcnp'i booh. 



Debit: Cash 


5,950.00 


Credit: Memo in Sundry Accounts column 4,050.00 

The entry in the cash receipts book appears as follows fall columns 
not required for the entry are omitted) : 


Date 


Account 


Cash Receipts Book 
Explanation 


] Scs'dp.t \ecocNT 

I (Cre dit) 

lAcct. 1 

• v mount 


. ! No \ 

Xov.25 jl-irst National iiank , See notes payable reciter i X ' 4.950,00 


Cadi 
e Debit) 


H.950 00 


The postings to the general ledger from the register were: 


Debit Credit 

Durins the month-entries in Sundry Accounts columns: 

Sundry Intercut Expense —account $2.i5 Uuo cat riot $ 70.00 

Di'Count on Purchase' -account Slot $ 40.00 

At the cud of the month: 

Vouchers Payable — account 2120 10,500.00 

Notes Payable -account 2130 15.4SO.00 

Total pos'ircs to cenera! led err $ 10,570 00 ■? 1 5,520.00 

Memo entry — not p*V'ted— balanced by unpo-tM entry in rash 

receipts bi«>k 4. 050.00 


$15,520 m $15.520.00 

When a voucher h paid by a note, notations should be made in 
the Date Paid and Check Number columns of the voucher register, 
in the manner illustrated below: 

[ Date ' Cheek 1 
i Pai i No. ! 

I Nov. I N.luTj 
! i I 

1 1 ‘ 

These notations indicate that the voucher was paid by a note issued 
on November 1. and recorded in the notes payable register. After 
the notations are made in the voucher register, a check mark should 
be entered in the \ ' column of the notes payable register, after the 
number of the voucher paid. 
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Entries for the payment of notes payable will be made in the 
cash disbursements book (or voucher register and cash disbursements 
book) in the usual way, with notations in the memorandum columns 
of the note reg’ster To facilitate posting to the controlling account, 
the book in which debits to Notes Payable are recorded should have 
a Notes Payable debit column 



CHAPTER 24 
Cash 

What is cash? Cash may be classified in (he balance sheet as 
follows: 

Cash on hand. 

Cash in bank. 

Cash on hand includes coins paper money, checks, bank drafts, 
cashier’s checks, express money orders, and postal money orders. 

Cash in bank consists of demand deposits in checking accounts. 
Demand certificates of deposit may be classified as cash, but time 
certificates should not be so classified. 

Internal check. Safeguarding the cash is only one element of a 
good system of internal check, but it is a very important element. 
An adequate internal check upon cash requires a control over both 
receipts and disbursements. The methods of effecting this control 
vary greatly in different organizations, and the system described 
below therefore should be understood to be indicative of the objects 
to be attained, rather than a procedure to be invariably followed. 

Cash receipts. All cash received should be deposited in the 
bank daily, so that the cashier will have no opportunity to ‘‘borrow" 
it temporarily. 

Some receipts may come over (he counter as the proceeds of cash 
sales or as collections on account: other receipts may come through 
the mail. As to the cash received over (he counter, prenumbered 
invoices should be made out for all cash sales, and it should be the 
duty of some person to see that the duplicates of these cash sales 
invoices or tickets agree with the recorded receipts, and that no 
invoices are missing and unaccounted for. Prenumbered receipts 
should be issued for all collections on account: if possible, these 
receipts should be issued by some person other than the one who 
receives the cash: and a third employee should check the duplicates 
of the receipts against the cash record. All oier the counter receipts 
should be recorded on a cash register, if possible. 

The danger of misappropriations of ca«h is reduced if the system 
of internal control makes collusion necessary to conceal an abstrac- 
tion of cash receipts. Therefore, the records of three persons should 
be required to agree, as indicated below: 

(1) All remittances received through the mail should go to an 
employee other than the cashier or bookkeeper for listing 

341 
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on an adding machine, this employee should also obtain 
the cash register readings so that his tape will include the 
total receipts for the day After he has listed the mail 
receipts he mil turn the cash ov er to the cashier and mil 
send the remittance letters to the bookkeeper 

(2) The cashier will prepare the deposit tickets and will deposit 

the funds Since all funds received should be deported 
daify , the total of the deposit tickets for the day should 
equal the total of the adding machine tape prepared by the 
first employee The cashier should either prepare each 
deposit ticket in duplicate, request the receiving teller at 
the bank to receipt the duplicate, and present the receipted 
duplicate to the first employ ee for comparison with his 
tape or he should present the pass book to this emplojee, 
who wall then compare the entry for the deposit with the 
total of his tape 

(3) The bookkeeper will record the cash receipts from informa- 

tion «hown b\ the remittance letters, cash register tapes 
and other papers, the total recorded receipts for the daj, 
as «hown bj the cash receipts book, should equal the fir«t 
emploj ee’s tape and the cashier’s deposit 

With such a system of internal check, fraud cannot be practiced 
with the cash receipts and remain undetected even for a day, without 
the collusion of three persons The first emplojee has no access to 
the books and cannot falsify the records to conceal a misappropria- 
tion, he cannot expect to withhold funds received from debtors 
without detection, because the debtors will receive statements or 
letters from the credit department and will report their remittances 

If the cashier withholds any cash, his daily deposits will not agree 
with the first employee’s list or with the bookkeeper’s record of cash 
receipts made from the remittance letters and other sources of 
information The bookkeeper, having no access to the cash, has no 
opportunity to misappropriate anj of it, and therefore has no mcen 
live to falsify his records unless he is participating in a three parti 
collusion 

Cash disbursements Since all receipts are deposited daily in 
the bank, all disbursements must be made bj check The person 
authorized to sign checks should hav e no authont j to make entries 
m the cash book thus a fraudulent disbursement bj check could 
not be concealed without the collusion of two persons The col 
lusion of a third person can be made necessary 

(1) Either by requiring that all checks shall be signed by one 
person and countersigned by another, 
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(2) Or by installing the voucher system, allowing the checks to 
be signed by one person, but only upon authorization evi- 
denced by a voucher signed b}' some other person. 

All checks should be prenumbered. All spoiled, mutilated, or 
voided checks should be preserved. Some companies even go so far 
as to require that such checks be recorded in their proper sequence in 
the cash disbursements record, without entry in the money column, 
but with a notation to the effect that the check is void. 

Bank columns in the cash books. If all cash receipts are de- 
posited daily and if all disbursements are made by check, the Cash 
columns of the cash books will serve as a record of the deposits in, 
and the withdrawals from, the bank. If several bank accounts are 
kept, the cash receipts book should be provided with as many col- 
umns as there are bank accounts. This book may then appear 
somewhat as shown on page 344. 

Instead of a single account with Cash, there should be a separate 
account with each bank, and the monthly totals of the Bank col- 
umns of the cash receipts record should be posted to the debit of the 
respective bank accounts. 

The cash disbursements book (check register) may be similarly 
ruled, in which case the Bank credit columns should be provided 
with subcolumns to show check numbers, as shown on page 344. 

Instead of a cash disbursements book with several bank columns, 
as in the illustration, a separate cash disbursements book may be 
used for each bank. 

Petty, or imprest, cash. In the discussion of the system of inter- 
nal check on cash disbursements, the statement was made that all 
disbursements should be made by check. How is this possible when 
certain disbursements of trifling amounts, for carfares and lunches, 
for instance, must be made in cash? Although such petty disburse- 
ments may not actually be made by check, their total can be repre- 
sented by checks by operating a petty cash fund. The petty cash 
fund, which is sometimes called the imprest fund, is operated as 
follows: 

(1) Establishment of fund: 

A check is drawn for a round amount ($10.00, $50.00, or 
such an amount as will provide for petty disbursements 
for a reasonable time) and cashed. The cash is held 
in the office for use in making petty disbursements. 
The establishment of a fund of $25.00 is recorded by 
entries indicated on page 345. 



Cash Receipts Book 
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Voucher register: 

Debit Petty Cash, credit Vouchers Payable: $25.00. 

Cash disbursements book: 

Debit Vouchers Payable, credit Cash: $25.00. 

These entries record a transfer from one cash account to another: 
that is, from the general cash account to the petty cash account. 

(2) Disbursements from fund: 

When expenditures are made out of the petty cash fund, 
receipts or other memorandums are put into the petty 
cash "box to show what the money was spent for. In 
addition, memorandum entries may be made in a petty 
cash disbursements book, to show what accounts will be 
charged with the disbursements. Such a book might 
appear as follows: 


Petty Cash Book 


Date 

4 

Freight 

In 

(5172) 

k 

L 

Freight j 
Out J 

(0001) 1 
i 

Advertising 

(0070) 

i 

Office 

; Supplies 
j C011) 

Acet 

Xo. 

SrNDKY 

Amount 

19- 

i 


* 

1 s 


! 1 

i 5 


! 

July, 

O 

1 

15” 

j 


i i 



j 

! 

7.1 

1 

to; 

2 13! 


1 i 

j : 




13' 


I { 

i ' 

5 

,00 ! 

; f 

0051 

200 


10' 


S75 

! 


! 6S 




20’ 

1 ! 

20 

4 00' 


! ; 

■ 30 




■2d 

200 

F20' 

3 

00 

I 



i 

: 

\ 

0,20 

7 3oj 

soo: 

1 IS 


200 


This is a memorandum book. No postings are made from it. 

(3) Replenishment of fund: 

The petty cash book is totaled and ruled because the ex- 
penditures (which total $24.73) have nearly exhausted 
the fund, and it is necessary to replenish it. It is re- 
plenished by a check for the exact amount of the ex- 
penditures: $24.73. The issuance of the check is 
recorded by the following entries: 

Voucher register: 

Debit the various expense (or other) accounts shown 
bv the pettv cash book, credit Vouchers Payable: 
$24.73. 

Cash disbursements book: 

Debit Vouchers Payable, credit Cash: $24.73. 
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The expense accounts are debited when the fund is replenished 
and not when the petty disbursements are made Thus numerous 
small disbursements can be recorded by one entry m the voucher 
register 

The foregomg procedure may be summarized as follows 


Establishment of fund 
Entrv for voucher 
Entry for check 


Expense 

Vouchers Petty (or other) 

Payable Cash Cash Accounts 


|2o00 


2o00 


2o 00 


25 00] 


Dl bursements from fund 

Noentneo other than memoranda 


Iteplem. hment of fund 
Entry for voucher 
Entry for check 


24 73 


24 73j 


124.73 


Ignoring the debits and credits to Vouchers Payable, which offset 
one another we may state the procedure as follows 

Establishment of fund Debit Petty Cash, credit Cash 
Replenishment for 

expenditures made Debit expense or other accounts credit 
Cash for the amount of the expenditures 

It will be noted that the only entry in the Pettv Cash account is 
the one establishing the fund other entries will be made m this 
account only if the fund is increased or permanently reduced The 
person in charge of the petty cash fund should always have cash or 
receipts in his box equal to the balance of the Petty Cash account 

The petty cash fund should always be replenished at the end of 
a penod before the statements are prepared and the books are closed 
so that the effect of expenditures from the petty cash fund mil be 
reflected m the accounts 

Dealings with the bank This subject will be discussed under the 
following captions 

Opening a bank account 
Deposits 

Maintaining a record of the bank balance 
Miscellaneous transactions 
Th» bank’s statement to its depositor 
Reconciling the bank account 
Adjustments after the reconciliation 
Payroll bank account 
Dividend bank account 
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Opening a bank account. When an account is opened at the 
bank, the persons authorized to draw checks against the account will 
be requested to sign, on cards furnished by the bank, the signatures 
which they will use on checks. These signature cards will be filed 
by the bank, so that a teller who may be unfamiliar with a depositor’s 
signature can test the authenticity of a check drawn on his account, 
by comparing the depositor’s signature on the card with the signa- 
ture on the check. 


CORPORATION 


To CONTINENTAL ILLINOIS DANK AND TRUST COMPANY 

You are hereby authorized to charge to our account all order* or obligation* 
for payment of money drown on or payable at. or which shall be paid or hon- 
ored by, your Bank, bearing any of the sicnaturcs below. You arcalto author- 
ized to recognize any of said signature* in the transaction of all other business 
for our account. 


Will Sign 

PnCStDCNT 

Will S«c*j 

VlCC* 

President 

Wile Sion 

Treasurer 

Will Sign 

SrCRETADV 

will Sign 

Ass *t 

TRCASURCR 

Will Sign 

Asst 

SecucrARV 

PLEASE SIGN FOOTNOTE 

It I* hereby certified that the above signatures are the 
lures of 

duly authorized signs- 


(TITLE or CORPORATION) 


■ - - - —P residen t ry 

(OR OTHER OrriCCR) 

Date 1 9 

2^.12 OKIOIN'AI. 


Signature Card 

If the depositor is a corporation, the bank will request that the 
directors pass a resolution authorizing certain officers or employees 
of the corporation to sign checks, and that a copy of this resolution 
be tiled with the bank. This resolution is the bank's authorization 
for honoring checks signed by the representatives of the corporation 
so designated. 

Deposits. Deposits should be accompanied by deposit tickets 
which describe the items deposited. Deposit tickets are of various 
forms; an illustration appears on page 3-18. 

The depositor may be furnished with a pass book in which the 
bank teller can record deposits: the entries in the pass book, 
initialed by the receiving teller, constitute receipts for the deposits. 
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Or the depo itor maj prepare deposit tickets in duplicate, and the 
teller will initial the carbon cop> and return it to the depositor as a 
receipt 

Maintaining a record of the bank balance Cash receipts and 
depo its are lecorded in the cash receipts book, and disbursements 
are recorded in the cash dis- 
bursements book At the end 
of the month, totals are posted 
from the tw o books to the bank 
account in the ledger, and the 
resulting balance in this account 
•should show the balance in the 
bank 

But, during the month, how 
can one ascertain the balance m 
the bank? The record maj be 
kept 

(1) On the stubs of the 
checkbook or 

(2) In a bank register 
A running record on the 

check book stub is shown on the 
opposite page 

If man> checks are drawn, 
the computation of the bank 
balance after each deposit and 
each check is usuall} regarded as 
unnecessar} In <=ome cases, un 
bound checks are used that 
carbon copies can be prepared 
and handed to the bookkeeper for his information m recording 
disbursements For either of these reasons it nnj be expedient 
to e limin ate the running record on the check book stubs, and keep 
a bank register which will not show the balance after each deport 
and each check, but will show the balance at the end of each daj 
The following is an illustration of a bank register 


Banx Register 


— 


1 llR-T *S 4T10S W BiSK 

| I’lIS.T SriTE -B-iNX 


j Depo its |W ithdrawaN 

1 B'llance j 

| Depo j j i 

\\ ithdr*iwaH 

1 Balance 

19— j 
Julj | 

30 

1 

2 

3 000 24Solj 

j 4 oOOOO, 3 50000- 

1 500oU 

*5”00q 
1 652000! 

| •> 5ojod 

J ooooo- 

3 wJoo: 

1 3 200 OOj 

1 4 S,JoO 

371200 
4 oPOO 
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This record is kept in the following way: 

Each day enter pencil totals of the day’s receipts (deposits') in 
the Bank debit columns in the cash receipts book (sec pace 344) 
and enter these totals in the Deposits columns of the bank 
register. 

Similarly, enter, in pencil, daily totals of the disbursements in the 
Bank credit columns of the cash disbursements book, nr check 
register (see page 344), 
and transfer these totals 
to the Withdrawals col- 
umns of the bank register. 

Compute the resulting daily 
bank balances and enter 
them in the Balance col- 
umns of the bank reg- 
ister. 

Miscellaneous transactions. 

In addition to providing the 
services of a checking account, 
with its benefits of a safe de- 
positor}’ - for fund s and its conve- 
niences in making remittances 
by check, the bank renders cer- 
tain other services to its cus- 
tomers which will he merely 
mentioned here ■without dis- 
cussion since they have been 
commented upon in preceding 
chapters. The bank will: 

Through correspondent 
banks, collect sight drafts, 
notes and acceptances, or 
present time drafts to the 
drawees thereof for acceptance; this sendee may involve a 
collection fee. 

Sell cashier’s checks or bank drafts to its customers for their u>e 
in making remittances to creditors who prefer not to accept 
personal checks; tills sendee may involve an exchange fee. 

Loan funds to its customers by discounting their own notes pay- 
able or by discounting notes and acceptances receivable owned 
by them; this sendee involves an interest or a discount 
charge. 



Check Bock Stub 
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The bank statement. Once a month the bank will render a 
statement to the depositor and return the checks which it has paid 
and charged to his account The statement is usually a carbon 
copy of the bank’s account with the depositor and shows the bal- 
ance at the beginning of the month, the deposits, the checks paid, 
other debits and credits during the month, and the balance at the 
end of the month A simple illustration of such a statement is 
shown on page 351 

The symbols on the statement require some explanation* 

N S F — On June 27 R M Walker Company rcceiv ed a check for $G3 95 
fromWm Bames, this checks as included in the deposit of 
June 27 It was returned through the clearing house to 
The White National Bank because Bames did not have a 
sufficient balance in his bank account to cover the check 
The White National Bank therefore charged it back to 
R M Walker Company 

When a returned check marked “N S F ” is received from the 
bank an entry should be made crediting Cash and debiting 
the party from whom the check was receded Such a 
check should not be regarded as cash, even if it is re 
deposited, until it has been paid by the maker, unless the 
bank gives credit for it at the tune it is redeposited 

Ex — On June 5 the bank charged $ 10 exchange on a check included 

in the deposit of that date 

Col — On June 27 the bank credited the Walker Company with the 
proceeds of a note collected by the bank for the company's 
account, and charged a collection fee of S 25 

PS — (Payment stopped) — If the Walker Company received and 
deposited with The White National Bank a check from a 
customer who, for some reason, stopped payment on the 
cheek, the customer’s bank v ould refuse to pay it and would 
return it to The White National Bank, which would charge 
it back to the account of the Walker Company. 

S C — (Sen ice charge) — Because of the expense involved in handling 
checking accounts, banks cannot profitably handle accounts 
with small balances, therefore, thfey frequently make a 
service charge on accounts with balances averaging less 
than a certain minimum amount Instead of making a 
semce charge if the balance falls below a minimum amount, 
many banks now base the service charge on a number of 
factors such as the average balance of the account during 
the month, the number of deposits made, and the number 
of checks drawn 
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Vouchers Returned 


R. 11. Walker Company, 

155 ’.Vest State Street, 

Chicago, Illinois. 

In Account with THE WHITE NATIONAL BANK 


N.S.F. - Not sufficient funds 
Ex. - Exchange 
Col. - Collection 


Int. - Interest on daily balance 
P.S. - Payment stopped 
S.C. - Sendee charge 


Checks 


$ 100 . 00 / 

96.00» / 

•X. .10 

75.00« / 150. SOv' 

39 .75 / 

136 . 50 

34.20/ 

164 . 19 v 
7.25 J 

39.50 ✓ 

600 . 35 -J 

13.7 5*' 19.50*' 

76.35 *' 

12.60 J 


i. . o . ■ . oo . y ; 


Piease examine at once; if no errors are reported within 
ten days, the account will be considered correct. 



Bank Statement 
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When the bank rendered thi* statement, it returned all paid 
checks to the depositor Accompanying the statement and the 
canceled checks, there were debit memoranda for all charges to the 
depositor not represented by checks , these included charges for 

Exchange 

Collection 

Check charged back (NST) 

Reconciling the bank account The balance shown by the bank 
statement rarely agrees with the balance shown by the depositor’s 
books Items may appear on the depositor’s books which have not 
yet been taken up on the bank’s books, such as. 

Outstanding checks — not presented to and paid by the bank 

Deposits not yet received bj the bank— perhaps m transit in the 
mails 

Paper left with the bank and charged to the bank as a deposit, 
but taken by the bank for collection only and not credited to 
the depositor until collected 

Similarly, items may appear on the bank’s books which have not 
yet been taken up on the depositor’s books, such as 

Charges for collection and exchange 

Charges for checks returned N S F Although the bank notifies 
the depositor immediately of such returned checks, and also of 
checks returned because payment has been stopped, entries 
may not be made immediately on the depositor’s books 

Charges for protest fees 

If a company keeps funds on deposit in several banks, contra 
errors are sometimes made in the bank accounts on the depositor’s 
books Checks drawn against one bank account may be recorded 
as disbursements from another bank, and deposits in one bank may 
be charged to another bank The banks also occasionally make 
eriors by charging or crediting one customer w ith another customer s 
checks or deposits, particularly if the customers’ names are similar 
For all these reasons the bank statement should be reconciled with 
the accounts as soon as possible after it has been received 

Illustration The procedure of reconciling the bank account will 
depend to some extent upon the system of accounting and internal 
check In some cases the bank statement will be checked against 
the record of deposits and checks shown by the check book stubs 
If all receipts are deposited daily, the deposits shown on the bank 
statement may be checked against the cash receipts book 
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In this illustration. we shall reconcile the June bank statement o? 
R- II. Walker Company (pane 351) with the cash books shown on 
pages 354 and 355. 

The bank account in the ledger appears as follows: 


The Vhite TiTtforuil Bank 
19 — ' T9 — i 

May 31 Balance 3*62.3 97 -Juno 30 

June 30 . 1.200 37 CR1<5 i,62<3.y i , 

5.25*52 i ? 


CD23 1,904 Z.3 


Step* in the reconciliation. The procedure of reconciling the 
bank account involves the following steps: 


(1) Arrange in numerical order the canceled checks returned from 

the bank. 

(2) Refer to the reconciliation at the close of the preceding 

month: note the items which were outstanding at that 
date. The May 3 1st reconciliation appears below: 


Bank Reconciliation 
May 31, 19— 

Balance, per bank statement 
Add deposit cot credited by bank 
Total 

Deduct outstanding checks: 

2 19 ‘ 5100 . 00 / 

toO S4.cn / 

Balance per books 


S3.500.I7 
310.00 / 
S3, sun 7 

l--! CO 
S.3,035.97 


(S' 


Tliis reconciliation shows that $310.00 recorded by the 
company as a deposit in May had not been credited by the 
bank at the end of the month, and that checks for $100.00 
and $.$4.00 were outstanding. Reference to the bank 
statement on page 351 shows that the deposit was credited 
by the bank on June 1. and that the checks were paid on 
June 1 and June 13. These items are now checked on the 
May 31st reconciliation and on the June 30th bank state- 
ment as follows: •/ . The use of the special check mark 
is not essential, but it has the advantage of identifying the 
items as applicable to May. 

See whether the daily totals of receipts >'as shown by the cash 


receipts book) acree with the entries in the Deposits col- 


umn 


of the bank statement. Place check marks in the 


cash receipts book ana ir. the Deposits column of the bank 
statement beside the items which are in agreement. 

Make a list of unchecked receipts in the cash book: these 
represent deposits no: taken up bv the bank. Bv 
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Cn3h Disbursements Book 
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reference to the cash receipts book it will be noted 
that only one of the daily receipts is unchecked the 
S6050 receipt of June 30 This is presumably a 
deposit in transit and must be taken into the bank 
reconciliation 

Make a list of any unchecked items in the Deposits col 
umn of the bank statement representing credits by 
the bank not taken up by the depositor It will be 
noted that there are no unchecked items in the 
Deposits column of the bank statement 

(4) Compare the returned checks (which have been sorted in 

numerical order) with the entries in the cash disbursements 
book Place a check mark m the cash disbursements book 
beside the entry for each check that has been returned bj 
the bank 

Make a list of unchecked items in the cash disbursements 
book these are outstanding checks By reference to 
page 355 it will be noted that only one entry is un 
checked the $300 00 check drawm on June 30 

Make a list of any charges by the bank as shown by the 
statement or by debit memos that do not appear in 
the cash disbursements book Such charges shown bj 
the bank statement are 

Exchange S 10 

Collect on 2 o 

N S F check returned 63 95 

(5) Prepare the reconciliation statement as follows 

Bank Reconc hation 
June 30 19— 


Balance per books 

S3 290 37 

Deduct bank s charges not on the books 


Exchange 

S 10 

Collect on 

*>5 

N S F check — Wm Barnes 

63 95 64 30 

Adjusted balance 

S3 226 07 

Balance per bank statement 

S3 465 57 

Add depos t not taken up by the bank 

60 50 

Total 

S3 5 9 G 07 

Deduct outstand ng checks 


146 

300 00 

Adjusted balance (as above) 

S3 226 07 


This form of bank reconciliation is preferable to the one shown 
on page 353 c ince it reconciles both the balance per books and the 
balance per bank statement to the correct balance 
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Adjustments after reconciliation. The bank reconciliation dis- 
closes the fact that the bank has made certain debits to the deposi- 
tor's account which have not been taken up on the depositor's books. 
To take up these items, the company should debit Coileetion and 
Exchange $.35. debit William Barnes §03.93, and credit Cash $04.30. 

Payroll bank account. If a company pays a large number of 
employees by check, it is desirable to open a special payroll bank 
account. At each pay date a voucher is prepared for the total 
payroll, and a check on the regular bank account is drawn and de- 
posited in the payroll bank account. Individual checks for the 
employees are then drawn on this special account, which is thus 
immediately exhausted. If the payroll account and the general 
account are kept in the same bank, different colored checks should 
be used. 

Tills procedure has several advantages. In the first place, one 
voucher against the general bank account can be drawn for the 
entire payroll: the checks on the payroll account can be drawn with- 
out vouchers. In the second place, the officer authorized to sign 
cheeks on the general bank account can be relieved of the work of 
signing numerous payroll checks: these can be signed by some other 
employee. In the third place, the general bank account can be 
reconciled without cluttering the reconciliation statement with all 
the outstanding payroll checks. And, in the fourth place, the labor 
of recording the payroll disbursements is reduced; instead of record- 
ing all payroll checks in the cash disbursements book, check numbers 
may be entered in a payroll record. 

The payment of the payroll is recorded as follows: 

Make a voucher register entry, debiting Payroll Bank Account 
and crediting Vouchers Payable, for the total payroll 
($1,925.00). ' 

Draw a check on the general bank account for the total payroll : 
deposit this check in the special payroll bank account. 

Make a cash disbursements book entry, debiting Vouchers 
Payable and crediting Cash. $1,925.00. 

Make a journal entry as follows : 

Salesmen's Salines 470. TO 

Office Salaries 300.00 

Officer-Salines. . t.lTO.CO 

Payroll Account 1,923.00 

Distribution per payroll record. 

Instead of making and posting a journal entry, the payroll 
record may be drawn up in such a form that postings to the various 
expense accounts and the Payroll Bank Account can be made 
directly from it. 
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When the statement of the payroll bank account is returned from 
the bank, the canceled checks are arranged in numerical order and 
checked off against the check numbers on the payroll record The 
unchecked items will represent outstanding checks, and usually will 
be the only items to be taken into consideration in reconciling the 
payroll bank account 

Dividend bank account If a company has a large number of 
stockholders, a special bank account may be used for the payment of 
dividends A voucher for the total amount of the dividend will be 
prepared, and a check for that amount w ill be drawn and deposited 
m this special bank account Checks payable to the individual 
stockholders will be drawn on this account 


CHAPTER 25 

Accounts Receivable, inventories. Reserves. 
Alternative Methods of Accounting for 
Purchase Discounts and Deferred Items 

Accounts Receivable 

Accounts receivable and payable with same party. If goods are 
purchased from and sold to the same party, it is advisable to keep 
two accounts: one in the accounts receivable ledger, thus: 

James Smith 


Date ; 

Explanation Folio' Debit j 

Credit 1 Balance 

,j 

Sept. 1 oi 

sij 50000; 

| 500 00 

■ 12] 

CRl! , 1 

500.00, j 

and another in 

the accounts payable ledger, thus : 



James Smith 

Date | Explanation Folio 1 Debit , Credit j Balance 


U>- ; 

' 

1 , 

1 | 

, 


PI 1 

... .- CDl 

! j 

200 00, 

37oOO; 

’ 1 

. 1 

375 ‘00 
175 00 


If a voucher system is used, the receivable from Smith will be 
shown in the accounts receivable ledger, and the liability will be 
recorded in the voucher register. 

Ledger headings. The headings of the ledger sheets or cards 
used for accounts receivable usually are provided with spaces in 
which to enter certain general information relating to the debtor 
which may be useful for credit or sales purposes. The data will vary 
in different businesses, but may include the following: 

Sheet Xb. Xame 

Ratine Address 

Credit Limit . 

Salesman Business 

The Sheet Number space is needed on active accounts extending 
over several pages kept in a loose-leaf binder: if the current sheet is 
number 7. it is known that six other sheets must be found, either in 
the current binder or the transfer binder, to include the entire 
account. 
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The Rating space is used to show the credit rating gncn th* 
customer by rating agencies such as Dun <L Brad-treet, Inc. 

The Credit Limit space shows the maximum amount fixed by tie 
credit department. 

Thf sal^-man’s nam° may be derired on the account so that the 
sale* manager can see whether the salesman appears to be neglecting 
hi® f-ale-* opportunity with the cu c tomer, and so that the credit and 
coils' tion department can see which salesmen are m a kin g sale'' on 
account- that become delinquent. 

Account and statement at one impression. Many concerns which 
make a practice of sending monthly statements to their customers 
use bookkeeping machines to keep their accounts recenable. Fuch 
machine- can be used to type the entries and compute and enter the 
balan c after each entry The three-column ledger ruling with 
dr bit rredit, and balance columns is generally Used with these 
machine 5 

At the beginning of the month, a statement form is inserted in 
the binder with each customer s ledger sheet. When an entry is to 
b° recorded, the account and the statement are put mto the machine, 
with a urban between, so that the ledger account and the statement 
are duplicate* At the end of the month, the statement i» removed 
from thr- bindf r and mailed to the customer 

Checking and lettering entries. The checking, lettering, and 
ruling o f personal accounts are discussed m Chapter C Accounts 
with Balance columns are not ruled, because the absence of a balance 
m thp Balance column shows that the account is closed 

The following illustration shows how entries in accounts with 
Balance columns may be checked 2nd lettered to indicate offsetting 
item* 
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The components of the -S775.00 balance of this account can be 
quickly ascertained. The checked items can be ignored : they repre- 


sent offsetting items which do not enter into the balance. The 
balance consists of : 

(a) September 15 debit .. $250.00 

(ft) November 7 debit $230.00 

Less credit of November 10 applicable to it. 100.00 150.00 

(h) November 11 debit . 375.00 

Total . $775.00 


C.O.D. sales. Sales made on C.O.D. terras may be recorded in 
the sales book in the usual way, but a notation should be made show- 
ing that the terms are C.O.D. This can be done by merely writing 
C.O.D. after the name of the customer. From that point, custom 
varies. Three methods of procedure may be mentioned : 

(1) The debtor’s account is kept in its regular alphabetical posi- 

tion in the subsidiary accounts receivable ledger, with a 
notation in the heading of the account indicating that the 
customer is on a C.O D. basis. 

(2) The accounts of all customers who are on a C.O.D. basis are 

grouped together in one place in the ledger, where they can 
be more closely watched. 

(3) Instead of keeping accounts with the debtors, the bookkeeper 

posts the amounts of all C.O.D. sales to a C.O.D. accounts 
receivable register. When the collection is received, it is 
recorded in the cash receipts book in the usual manner, and 
the date of the collection is entered in the Date Collected 
column of the register. Such a register follows: 


C.O.D. Accounts Receivable Register 


.Invoice' 
| No. 

Customer 

Ad Ircss 

• Amount 

Coli'WM 

. 13>7 

J. B. White 

0-!>>rne, I cm 

50 QO 

j 

,J nr e 5 

1173 

U. C. Luther 

Dayton, Minn 

75 00 


1 1*>9 

.1 V. Hit tc- 

Oliphunt, Tenn. 

; 0000 



The open items in the register (that is, the entries with no 
notations in the Date Collected column) represent un- 
collected charges: in balancing the subsidiary records 
against the accounts receivable controlling account, the 
bookkeeper must include the open items in the register 
with the balances in the subsidiary ledger. 

Reserves against receivables. The accounts receivable and the 
notes receivable should be valued in the balance sheet at the total 
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thereof, less certain reserves A reserve for bad debts should almost 
always be provided, and sometimes there should also be reserves for 
returned sales and allowances, freight, and cash discounts 

Estimating the reserve for bad debts Three methods of esti 
mating the amount to be credited to the resen e for bad debts will 
be described 

(1) Percentage of receivables 

Assume that a company has accounts receiv able of S40,00Q 00 
and a reserve balance (resulting from former credits) of 
SI, 000 00 Assume, also, that the company’s experience 
shows that about 8% of the accounts on the books at 

• any time will prove uncollectible Then the total loss may 
be estimated at 8% of $40,000 00, or $3,200 00 Since the 
reserve already has a credit balance of $1,000 00, only 
$2,200 00 need be added to the reserve, this may be done 
by the following journal entry 

Bad Debts 2 200 00 

Reserve for Bad Debts 2 200 00 

To increase the reserve to the total estimated loss 

(2) Percentage of sales 

It is somewhat difficult to obtain experience data with re- 
spect to the ratio of losses to the accounts receivable It is 
easier to determine the ratio of the bad debt losses of each 
year to the sales for the year, and therefore this ratio is 
more frequently used in estimating the bad debt losses 
This method was described in Chapter 12 

(3) A gmg Ike recei vables 

This method was mentioned in Chapter 12, but the procedure 
was not described in detail 

The schedule of the accounts receivable ledger is drawn off 
on columnar paper, with columns headed to indicate 
various ages, such a s 1 to SO days, SI to 60 days 61 to 
90 days , 91 days to 6 months, and Over 6 months The 
balance of each debtor’s account is anal} zed to determine 
the age of the component elements, and the aging schedule 
is filled out by entries such as the following (which is based 
on the account with J H Boyce on page 360) 


Accounts Receivable Aging November 30, 13 — 


Name ! 

1 Total 

1 30 
Days 

31-60 

Days 

61-90 

91 Days to 
6 Months 

| Over 6 
Months 

J H Boyce 

] 775 00 


~T\ 


1 

! 1 
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By reference to Boyce's account on page 360, it is seen that 
the method of lettering and checking the entries in the 
accounts receivable is very helpful in preparing the aging 
schedule. 

There are four unchecked items in the account, and these are, 
therefore, the only ones which enter into the balance: 
these items are: 


Date 

19— 

Sept. 15 
Nov. 7. . . 
11 . . . 
10 .... 


Debit Credit 


(a) S2.50.00 

(g) 250.00 

(h) 375.00 

Or) SI 00.00 


The $775.00 balance in the account consists of the $250.00 
September item (which was between 61 and 90 days old 
on November 30), and two November debits and one 
November credit in a net amount, of $525.00 (which was 
between 1 and 30 days old on November 30). 

After all the balances have been aged, the columns are totaled 
and the reserve is estimated on the basis of the total 
amounts of various ages. Supplementary information 
must also be considered: some accounts which arc not old 
may be of doubtful collectibility, whereas there may be 
good reason to believe that accounts long past due will be 
collected. 


Writing off bad accounts. When an account is finally regarded 
as uncollectible, it should be written off by an entry similar to the 
following: 

Reserve for I?ad Debts 75.00 

P. K. Lane 75.00 

To write off the uncollectible account. 


Recoveries. Assume that the merchant was mistaken about 
Lane's account and that it was finally collected. Since the entry 
writing off (he account against the reserve was an error, it should be 
reversed by the following entry: 

P. K. Rule . 75.00 

Kc'crve for Bad Debts . . . 75.00 

To revcR-e entry writing off Lane’s account. 

The cash collection will then be recorded in the cash book by an 
entry debiting Cash and crediting Lane. 

The proper treatment of partial collections on written-off ac- 
counts is somewhat more difficult to determine because it depends 
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upon the probability of further collections To illustrate, assume 
that, after Lane’s account was written off, he paid $30 00 

If this collection and other fact* indicate that the account maj 
be collected in full, the entries should be 

In the journal Debit Lane, credit Reserve for Bad Debts 
$75 00 

In the cash book Dpbit Cash, credit Lane $30 00 

If no more collections are expected, the entries should be 

In the journal Debit Lane, credit Reserv e for Bad Debts 
$30 00 

In the cash book Debit Cash, credit Lane $30 00 

Reserves for returns and allowances, cash discounts, and freight 
Let us assume that a company has total accounts receivable of 
$20 000 00 on December 31, and has provided a reserve of $1,000 00 
for bad debts This reserve may be an adequate provision for bad 
debt losses but it does not necessarily follow that the company will 
collect $19,000 00 from the accounts Customers may demand 
credits for returned merchandise and allowances on defective goods 
many of the debtors will take the cash discounts to which thev are 
entitled and, if the goods are sold on terms which require the cus 
tomers to pay the freight but allow them to deduct such payments 
in remitting for the merchandise, deductions will be taken for such 
freight 

Theoretically, all these prospective deductions should be pro- 
vided for by reserves, so that the accounts receivable will be stated 
in the balance sheet at the estimated net amount which will be col 
lected after allowing all such deductions However, reserves for 
returns and allowances, cash discounts, and freight are rarely 
provided 

Discounts on returned sales Assume that a customer buys an 
invoice of $1,000 00 subject to a 2% discount, and that he pays the 
invoice within the discount period with a check for $980 00 Sub 
sequently he returns one tenth of the goods, which had been billed 
to him at 8100 00 and which were paid for at the net amount of 
$98 00 Should he receive credit for $100 00 or $98 OO 9 

Although this is largely a matter of policy, it would seem that the 
credit should be $98 00 if he is to be reimbursed in cash, and $100 00 
if the credit is to bo traded out The reasomng may be made clearer 
by assuming that the entire invoice is returned Allowing a credit 
of SI, 000 00 to be repaid in cash would open the way to abuses of 
the cash discount privilege, whereas allowing a credit of only $980 00 
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payable In merchandise would cause the customer to lose the benefit 
of having paid his bill within the discount period. 

Freight paid and discount taken by customer. Assume that a 
customer buys an invoice of merchandise amounting to 61 ,000.00. 
He is to pay the freight, which amounts to 640.00, and is allowed to 
deduct it in remitting for the merchandise: he is also allowed a 
2 c '" c discount for cash within 10 days. Should the 2'} discount be 
based on the 61,000.00 invoice, or on this amount less the 540.00 
freight? 

The discount should be based on the full amount of the invoice, 
because the customer is paying the freight for the seller, and is 
entitled to a cash discount for the funds so used. The settlement 
should, therefore, be made as follows: 


Invoice 

Deduct: Freight 

Discount — 2'~c of 51,000.00 
Met amount of remittance. . . . 


S 1,000.00 

$50 00 

20.00 60.00 
$ 040 00 


Accounts receivable in the balance sheet. The amount shown 
under the Current Asset caption as Accounts Receivable (without 
any further description) should include only amounts receivable on 
open account from trade debtors. Accounts receivable from stock- 
holders, officers, or employees should be shown separately in the 
balance sheet unless the receivables arose from sales and are collect- 
ible in accordance with the company's regular terms: accounts with 
such individuals for loans or other advances should be shown under 
the caption of Other Assets, thus: 


Other Assets: 

Accounts Receivable from Officers and Employees 

Red balances in subsidiary ledgers. The individual accounts in 
the accounts receivable ledger normally have debit balances: some 
accounts may run into credit balances because of overpayments, 
credits for returns and allowances after payment of the account in 
full, or for other reasons. Such credit balances may be entered in 
the accounts in red clearly to distinguish them from the debit 
balances: and for this reason they are sometimes called red balances 
even though written in black ink with a notation Cr. after them. 

Assume that the debit balance in the Accounts Receivable con- 
trolling account is 66,325.00, which represents the following balances 
in the subsidiary ledger: 


Debit balances. . . . 
Credit balances 
Net debit 


$ 0,500 oo 

175,00 
. $6,325.00 
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The controlling account balance of $G,325 00 should not be used 
in the balance sheet, instead, the total debit balances and the total 
credit balances in the subsidiary ledger should be shown, thus 

Current Assets Current Liabilities 

Accounts Receivable $6 500 00 Credit Balances in Cuftomers’ 

Accounts S17500 

Similarly, if the subsidiary accounts payable ledger contains 
some debit balances the balance sheet should not show the balance 
of the controlling account but should show the total credit balances 
and the total debit balances of the subsidiary ledger, thus 

Current Assets Current Liabilities 

Debit Balances in Suppliers Accounts Paj able $7 800 00 

Accounts $13o 00 

Consignments A consignment is a shipment of merchandise 
from the owner (called the consignor) to another party (called the 
consignee) who becomes a selling agent of the owner 

A person may be willing to accept goods on consignment although 
he would not be willing to purchase them 

(1) Because of market fluctuations In the produce field, for 

instance, market prices are subject to sudden fluctuations 
To a\ oid the risk involved in quoting prices several days 
before receiving the goods, commission merchants take the 
goods on consignment and sell them at the current prices 

(2) Because of the nsk of tynng up capital in unsalable merchan 

dise If merchandise is purchased, it must be paid for in 
accordance with the credit terms but if the goods are 
accepted on consignment, there is no obligation to remit 
for them unless they are sold 

The owner of the merchandise may 

(1) Prefer to ship goods on consignment rather than sell them, 

in order to a\ oid credit risks goods consigned to a person 
who becomes insolvent can be recovered by the con- 
signor goods sold cannot ordinarily be recov ered 

(2) Place goods on consignment to introduce a new product 

which distributors are unwilling to purchase 

Since the title to consigned goods remains with the consignor, a 
consignment is not a sale Therefore 

(1) No profit should be taken by the consignor at the time of 
making the shipment, nothing has happened except a 
change in the location of the consignor’s merchandise 
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(2) The consignor should not have an account receivable from 

the consignee on his books unless the consignee has sold 
consigned merchandise and postponed remitting for it. 

(3) When a balance sheet, is prepared bt’ the consignor, the con- 

signed goods should be included in his inventory. In 
accordance with the cost principle, the cost of the mer- 
chandise on consignment can properly include the ex- 
penditures made in transporting the goods to the consignee. 

Records of consignments may be kept by a consignor as follows : 

When goods arc shipped on consignment: 

Assume that goods which cost A Company $400.00 are 
shipped to Z Company on consignment. A Company 
makes a memorandum journal entry, as follows: 

Consignment Out — 7. Company . . *100.00 

Consignment Sales . . . -100.00 

When transportation charges arc paid by the consignor: 

Consignment Out — Z Company 15.00 

C:i-h ' 15.00 

If the books are closed and a balance sheet is prepared by 
the consignor at this point, he will include the $400.00 cost 
of goods on consignment in the entry debiting Inventory 
and crediting Profit and Loss; the $15.00 excess of the 
debit balance in the Consignment Out account over the 
$400.00 credit balance in Consignment Sales account will 
be included in the inventory valuation shown in the 
balance sheet. 

When the consignee sells the goods and remits the proceeds to the 

consignor: 

Assume that the consignee sells the goods for $600.00, de- 
ducts a commission of $90.00, and remits the proceeds of 
$510.00 to the consignor. 

The consignor will close out the memorandum accounts by- 
the following entry: 


Consignment Sales . 400 00 

Freight Out . 15.00 

Consignment Out — Z Company . 115.00 

And will make the following entry to record the sale: 

C.n-h 510 0O 

Sale* 51000 
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Inventories 

The cost prmciple The cost principle requires that inventone® 
shall not be valued at more than cost Some typical instances of 
the violation of this principle are given below 

A man organized a company to make a hog cholera serum In 
a few weeks he made the statement that he had already made 
SI, 200 00 on his investment, that being the difference between what 
the serum cost and the pnce at which he had taken orders for his 
entire stock which we will ship Monday ” In other words Jie 
behe\ed that he was entitled to \alue his m\entor\ at the selling 
price instead of the cost particularly since he had unfilled orders for 
his entire stock He was violating the cost principle, and anticipat 
ing a profit — a profit which he net er realized because, ov er the week 
end the refrigerating s>stem went out of commission and the entire 
inventory spoiled 

A manufacturer produced an article which went through four 
processes before it was completed each process required a separate 
department under the direction of a superintendent As an induce 
ment to the four superintendents the manufacturer established a 
bonus system whereby each supenntendent was to receive a per 
rentage of what the manufacturer called ‘ the manufacturing profit ’ 
This was the difference between the manufacturing cost for each 
process and the price which would have been paid to an outsider 
This manufacturing profit, which was not a profit but a saving 
was computed in the manner illustrated below 


If purchased from outsiders 

First 

Process 

Second 

Process 

Third 

Process 

Fourth 

Process 

Pnce after completion of process 

$2 00 

$3 00 

$4 00 

$o 00 

Pnce after preceding process 

— 

200 

300 

400 

Pnce for process 

When manufactured 

(a) $2 00 

$100 

$100 

$1 00 

Cost after completion of process 

$1 60 

$2 35 

$3 03 

$3 81 

Cost after preceding process 

— 

1 60 

235 

303 

Cost for process 

(b) $160 

$ 75 

$ 68 

$ 81 

Saving on each process 

(a - b) $ 40 

$ 2a 

$ 32 

$ 19 


No objection can be rai«ed to an incentive program of this kind 
and it could have been operated without any violation of accounting 
principles, if the inventories had been valued at manufacturing cost 
But they were valued at the theoretical purchase pnce, and the 
difference between this pnce and the actual cost was regarded as a 
profit Thus, after the first process was completed the goods in 
process were inventoried at $2 00 instead of at the $1 60 cost, and a 
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"profit” of $.40 was recorded. A similar "profit” was taken after 
each process was completed. When the goods were finished, they 
were inventoried at the theoretical $5.00 purchase price, instead of 
at the S3.S4 cost, and the SI. 16 saving had been recorded in the 
accounts as a profit. 

A company was organized to develop a real estate subdivi- 
sion. Capital stock was issued and land was purchased at a co«t of 
$100,000.00. It was decided to make no sales for five years, since 
it was believed that land values would materially increase. Each 
year the company made an entry debiting the Land account and 
crediting Surplus $5,000.00, on the theory that it was entitled to 
earn interest on the funds which were tied up in its inventory of land. 
The cost principle was violated and a profit was anticipated. 

During World War II a group of physicians organized a company 
to market vitamins, which were then much in demand. They found 
that, because of the competition, their best method of marketing the 
product was to ship the vitamins on a consignment basis to factories, 
for distribution to their emplo 3 *ces. The company's accountant 
knew enough about accounting to be aware that the consignments 
should not be recorded as sales, but not enough to know that no 
profit should be taken. Therefore, he recorded the consignment 
shipments as follows: 

Goods on Consignment .... 100.00 

Finished Goods 7500 

Profit on Consignments 25.00 

and included this “profit” in his operating statement. When the 
goods on consignment had accumulated to the point where the com- 
pany was short of working capital and it was necessary to borrow 
money, the stockholders (wondering why so profitable a company 
would have to ask for a bank loan) had a public accountant make an 
investigation, and discovered the fictitious nature of their “profits.” 

Cost or market. The cost principle requires that inventories 
shall not be valued at more than cost, but it may be permissible and 
proper to value them at less than cost. In fact, it has long been 
recognized that the conservative basis for the valuation of inven- 
tories is cost or marled, whichever is lower. 

Assume that merchandise on hand cost $1,000.00, and that the 
market purchase price has risen to $1,200.00: the inventory should 
be valued at cost, $1,000.00. Valuing it at $1,200.00 would antici- 
pate a profit by writing up an asset. 

If the merchandise cost, 81,000.00 and the market purchase price 
has decreased to $$00.00, the inventory should be valued at $$00.00. 
This is done on the theory that, since what cost 81,000.00 could now 
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be bought for $800 00, part of the $1,000 00 cost has been lost Or 
it may be stated this way Since purchase prices have declined 
selling prices presumably will decline also and thus cause a reduction 
in profit, if the inventory is priced at cost, the profits of a future 
period will be reduced but since the reduction in profits was caused 
by a decline in market prices during the current period, it is the 
profits of the current period which should be reduced, the profits 
of the current penod are reduced b}' valuing the inventory at the 
reduced market purchase price 

In applying the cost or market rule, each item in the inventory 
should be dealt with individually, thus 

Inventory 

Coat Market Value 
Commodity A *500 00 *460 00 *460 00 

Commodity B 750 00 82o 00 750 00 

Effect of cost or market rule on gross profits Although the cost 
or market rule is a conservative one, and is generally accepted, the 
application of tho rule misstates the gross profit of a penod in which 
the market rmrehase prices decline 

To illustrate, assume that a company buys goods at a cost of 
$10,000 00 and sells one half of them for $7,500 00 The true gross 
profit is determined as follows 

Sales $7 500 00 

Less Cost of Goods Sold 0A of *10 000 004 5 000 00 

Gross Profit on Sales *2 500 00 

But assume that the inventory valuation of the remaining half 
at the lower of cost or market is only $4,000 00 The profit and loss 
statement would usually be prepared thus 

Sales 

Less Cost of Goods Sold 
Purchases 

Less Inventory at End of Penod 
Gross Profit on Sales 

A correct statement of facts would be 

Sales *7,500 00 

Lcs3 Cost of Goods Sold 

Purchases *10 000 00 

Less Inventory — at Cost 5 000 00 5 00000 

Gross Profit on Sales *2 500 00 

Less Decline in Marl et V slue of Inventory 1 00000 

Gross Profit Less Inventory Valuation Adjustment *1 50000 

But to prepare a statement in the latter form illustrated, it would 
be necessary to value the inventory at both the cost ($5,000 00) and 


*7 500 00 

*10 000 00 
4 000 00 6 000 00 

*1 50000 
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the lower of cost or market ($4,000.00) in order to determine the 
shrinkage* Computing the valuation of the inventor}' on two bases 
would involve so mueh work that it is usually regarded as im- 
practicable. 

Inventory cost Of items purchased at different prices. Suppose 
that a company made the following purchases of a certain com- 
modity: 

1,000 units at SG.OO. 

1,000 units at 7.00. 

SQ0 units at S.00. 

The inventor}' contains 1,200 units. What did they cost? 
Three bases of determining cost are in somewhat common use: 

(1) Specific identification. If the goods on hand can be identified 

as pertaining to specific purchases, they may be inven- 
toried at the costs shown by the invoices. Assume, for 
instance, that the inventory consists of 100 units of the 
first purchase. 500 units of the second purchase, and 600 
units of the third purchase; the total cost could be com- 
puted thus: 

100 units at SG.OO $ 600.00 

500 units at 7.00 3,500.00 

GOO units at $.00 4.SOOQQ 

SS>00.00 

(2) First-in, first-on t. This procedure is based on the assumption 

that the first goods purchased are the first to be sold, and 
that the goods which remain are of the last purchases. 
The 1.200 units would be valued as follows: 

$00 units at $5.00 (last purchase) $6,400.00 

•100 units at 7.00 (next to last purchase) 2,^00 00 

$0,200 00 

This procedure, called the fifo (initial letters of first-in, first- 
out) method, is the one in most common use. 

(5) Last-in, first-out. Under this method the goods on hand are 
assumed to be those acquired by the earliest purchases. 
Tiie 1.200 units would be valued as follows: 

1.000 unit> at $6 00 (.first purchase' . . $6,000 00 

200 units at 7.00 (front second ru-cha^el 1 . nvi pn 

Tltis method Is called the lifo method. It will be observed 
that, on a rising market, this procedure result* in a lower 
inventory valuation than the first-in. first-out method, and 
its advocates defend it on the ground of conservatism. 
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Procedure of inventory taking There is no universal procedure 
for taking an mv entorv Probably the simplest procedure is as 
follow*? Two people work in a team, one person counts, weighs, or 
otherwise measures the merchandise and calls the descriptions and 
quantities to the other person, who writes them on in\ entory sheets 
Prices are then entered on the sheets, extensions are made by 
multiplying quantities by prices, and the sheets are footed 

Although this is a simple procedure, it does not provide safe- 
guards against errors, because the work of one person is not checked 
by ?ome other person There are sev eral way s of prov idmg such 
safeguards One such procedure is described below, it is a method 
which might be used m a retail de- 
partment store 

A team of two persons is as- 
signed to a department, a section, or 
some other unit of space Each 
team is provided with Drenumbered, 
two-part, perforated inventory tags 
which may be printed as illustrated 
at the left 

Each team is furnished with at 
least as many tags as the number 
of different classes of articles the 
team will inventory 

Each member of the team takes 
a complete inventory of the stock 
assigned to the team One mem 
ber of the team takes the tags and 
goes through the stock systemati 
call}, inventorying each class of 
merchandise, and entering the data 
for each das'? on the top section of 
the tag, which may then appear as 
shown on the following page 
The “Description” space is used if the article does not have 
an identifying number The “Taken by” line maj show the 
person’s initials or his clock number The person who fills out 
the top section of the tag leaves the entire tag with the mer 
chandise 

The second member of the team follows the first member, takes 
an independent in\ entory , and fills out the bottom section of the tag, 
he watches for any merchandise which the first member may have 
overlooked and leav es the tags with the merchandise 
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After both members of the team have completed the inventory 
taking, they (or some third party) should go through the stock again 
to be sure that nothing has been 
omitted, and that the two sections 
of each tag are in agreement. The 
bottom section of each tag is then 
detached; the top section of the 
tag is left with the merchandise. 

The bottom sections are sorted 
in numerical order, and are sent 
to the accounting office. Any un- 
used tags are sent with them, for 
purposes of control; if any tags 
arc missing, they should be found, 
since they may contain data 
applicable to inventoried goods. 

After the accounting depart- 
ment has determined that all pre- 
numbered tags have been accounted for, the tags are sorted by 
article number. This is necessary because the same kind of mer- 
chandise may be in several locations: for instance, the main depart- 
ment, the basement department, the display windows, the storeroom, 
and the receiving room. After the tags have been thus assembled, 
the data shown by them are entered on inventory sheets as 
follows: 


Tag No ioi 

Department No jQ _ /? 

Article 

Number ££ 

Description 

Quantity > Z 

1 V ' 

Taken bv ° 2 -'~ 

Price 


INVENTORY 
December 31, 10 — 


Department No. j-jj 


Sheet No L 


Article No 

Tag No. 

Unit of 
Measurement 

j Quantity , n 

j Detail i Total J rn ' C 

Amount 

( 07 

101 

Do’. 

i ! 

i ? 

I OS 

102 

Pr. 

i S 

1 1 

i OS 

* os 

i 

304 

410 

it 

a 

1 1 
i ol OO i 

t 

} ! 


The inventory sheet show? that No. 9$ articles are in three 
locations, as indicated by the tag numbers. The total is entered 
so that the total inventory valuation of all articles of this 
number can be computed by one multiplication and shown in one 
amount 
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You will remember that the top half of the tag was left with the 
merchandise This was done for two purposes 

(1) As an aid in the pricing of the inventory The inventory 

should be priced at the lower of cost or market, with 
markdowns on merchandise which is shopworn, out of 
style, or to be placed on sale at reduced selling prices An 
inspection of the merchandise will aid the buyer or depart- 
ment head in reaching decisions as to the pricing of the 
goods On the day following the taking of the inventory, 
he will inspect the merchandise, remove the top sections 
of the tags, make notations on the back of the tag if the 
goods are to be inventoried at a price lower than either 
cost or market (stating the reasons therefor) and enter the 
inventory prices on the tags Cost prices may be ob- 
tained from coded costs shown on the merchandise, or from 
purchase invoices, market prices can be obtained from 
current quotations markdowns will be based on judgment 

(2) To provide a further check against the omission of any goods 

from the inventory This is accomplished by (a) giving 
all salespersons instructions to be on the alert, on the 
morning following the inventory taking, for any merchan 
dise not accompanied by inventory tags, and (b) having 
the buyer or department head, while performing the opera- 
tion described above, also watch for unmventoried goods 

The prices shown on the tags are then entered on the inventory 
sheets quantities are multiplied by prices, and the amounts are 
entered on the sheets and totals arc computed for each sheet, for 
each department, and for the inventory as a whole 

Gross profit method of estimating inventories It is sometimes 
desired to estimate the value of an inventory Perhaps it is desired 
to prepare a balance sheet without taking a physical inventory, or 
perhaps it is necessary to estimate the value of an inventory which 
has been destroyed by fire The gross profit method is frequently 
used for this purpose 

To illustrate this method, assume that the goods on hand June 
30, 1949, were destroyed by fire, no physical inventory had been 
taken since December 31, 1948 The books showed the following 
balances at the date of the fire 


Sales $9000000 

Returned Sales and Allowances $ 700 00 

Inventory, December 31, 1018 20 000 00 

Purchases 65 000 00 

Returned Purchases and Allowances 
Freight In 800 00 


1,00000 
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The company’s records show that in prior years it made a gross 
profit of approximately 25% of net sales. Therefore, it was assumed 
that the same rate of gross profit was realized during the six months 
preceding the fire, and the inventory at the date of the fire was 
estimated ns follows: 


Inventory, December 31, 194S 

Add Net Purchases: 

Purchases 

Freight In 

Total 

Less Returned Purchases and Allowances 

Total Goods Available for Sale 

liCss Estimated Cost of Goods Sold: 

Gross Sales 

Less Returned Sales and Allowances 

Net Sales 

Loss Estimated Gross Profit — 25 r ' c of SS9, 300.00 

Estimated Inventory’, June 30, 1049 


$ 20 , 000.00 


$05,000.00 

500.00 
$C5,S00.00 

1,000.00 G4.SOO.OO 
$$1,800.00 

$90,000.00 

700.00 
$S9, 300.00 

22,325.00 00,975.00 

$17,S25.00 


Reserves 

The nature of reserves. Probably no other term used by ac- 
countants is required to do duty in so many capacities as the word 
reserve . The credit balance in a reserve may represent: 

(1) A deduction from an asset. 

(2) An actual liability. 

(3) A contingent liability or a provision for a contingent loss. 

(4) A part of the net worth. 

Reserves against assets. Reserves representing decreases in 
asset valuations are called valuation accounts, and should be deducted 
from the balances of the related asset accounts. Reserves for bad 
debts and depreciation are illustrations. 

If a decrease in the value of an asset is definitely determinable, 
the asset may be written down by a credit to the asset account. 
However, reserves are sometimes used to record decreases in asset 
values which are exactly measurable. A reserve for a decrease in 
the market value of securities owned is an illustration. It is de- 
sirable, for general accounting and income tax purposes, to maintain 
a record of the cost of the securities owned: this record would be 
confused if the asset account were credited with market decreases 
as well as with sales: to avoid ibis confusion, a reserve is rredited 
with the decrease in market value. 

Reserves for liabilities. Liabilities for accrued expenses are 
frequently shown in the balance sheet as reserves. If a liability is 
known to exist, but its amount is not exactly determinable, it is 
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proper to set up a resen e for the estimated amount If the liability 
is definite as to amount, it is better to set up an accrued liability 
account 

Reserves for contingencies Resen es may be provided for con 
tmgencies which if they become realities, may create liabilities or 
reduce the v alue of asset® 

As an illustration of resenes for contingent liabilities, assume 
that a concern operating a factory dons not carry workmen’s com 
pensation insurance since workmen may be injured and liabilities 
for damages maj be incurred thereby, a reserve for the contingent 
liability may b** established 

Or assume that a company selL its product with a guarantee to 
correct any defects which develop within a year, the profit on the 
sale should be reduced by a debit to an expense account offsetting a 
credit to a resene to cover the estimated future costs of repairs and 
semce 

To illustrate resenes for contingent losses in assets assume that 
a company because its tangible assets are distributed in relativeh 
small amounts m a large number of locations, decides not to cam 
fire insurance because the premium cost w ould be greater than am 
probable loss Instead, it sets up an insurance resene against 
which losses of assets resulting from fires can be charged when in 
curred 

Reserves representing net worth. Resen es which represent a 
part of the net worth maj be classified as follows 

(1) Appropriations of surplus 

These resenes are created in order to transfer out of the 
Earned Surplus account any earned surplus which is not 
available for dividends A portion of the surplus mav 
become unav affable for dividends because of 

(a) A contract 

A sinking fund resen e is an illustration As discussed 
m Chapter 21 the terms of a bond Lssue ma\ require 
that a restnction be placed on dividends until the 
bon ds are paid The sinking fund reserve shows the 
amount of the restricted surplus 

(b) The policy of the management 

Although the directors of a corporation may have a 
legal right to pay dividends equal to the entire 
balance in the Earned Surplus account, they may 
consider it financially inexpedient to do so thev 
may believe that the be=t interest of the company 
will be serv ed by using part of the funds for other 
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purposes- Of course, the directors can limit the 
payment of dividends and retain the funds for other 
purposes without making any book entries, but they 
sometimes feel that it is desirable to reduce the 
balance in the Earned Surplus account and thus 
avoid the clamor for dividends which might other- 
wise come from the stockholders. They may, 
therefore, pass resolutions transferring certain 
amounts from Earned Surplus to such accounts as 
Reserve for Plant Extension, Reserve for Advertis- 
ing, and Reserve for Contingencies. Such reserves 
represent surplus and should be shown under the 
Surplus caption in the balance sheet. 

(2) Unrealized increases in asset valuations. 

If fixed assets are written up to appraised values which are 
in excess of cost less depreciation, some accountants credit 
a Capital Surplus account with the amount of the write-up. 
Other accountants believe that such write-ups should not 
be credited to any account with a title containing the word 
surplus, and prefer using an account title such as Reserve 
for Increment in Valuation per Appraisal. 

Alternative Methods of Accounting 
for Deferred Expenses and Income 

Deferred expense. The method of accounting for deferred 

expenses described in Chapter 11 was as follows: 

(1) Charge expense accounts with amounts of expenditures. 

(2) At the end of the period, transfer the deferred portion of the 

expense to a prepaid expense account by an adjusting 
entry. 

(3) Transfer the remaining balance of the expense account to 

Profit and Loss by a closing entry. 

(4) At the beginning of the next period reverse the adjusting 

entry. 

An illustration of this procedure is summarized below: 

Insurance 

(1) Jrvn. 1, 105S Expenditure 600! 

(2) Dor. 31, 1P1S Adjustment for deferred ex- j 

ponsc . . ,400 

(3) Dec 31, 10-!S Closing entry . 200 

003 GOO 

(t) Jnn. 1, 1010 Reversing entry 400, 


Unexpired 

Insurance Profit 1,0=3 


400j 


200 


'400 
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alternative method of accounting for deferred expenses is 
stated below 

Cl J Charge expenditure to a deferred expanse account 
(2) th° end of the period tran fer the expired portion of th* 
expense to an experts 0 account by an adjusting entrj 
(3 Cl jse the expanse account to Profit and Los 

If thu p^o-edure i R apphed to the foregoing lhurt ration, th p 
journal entries are 


1 Js-_ 1 lj»ls l j*'£*cred Ins-rame 590 00 

Ca-i 000 00 

f of tl_*»i**-reaT inst-ran^ 1 jwLer 

2 D“ 119 Slnsxmo.* 20000 

t v*rp ,, wd Insurance 300 09 

To chare* Cj“ esp'-ns* atom’ -tr-i 
parti o of pr gn . — a tppxcthl* to m. 
nr ' t ikj 

(2; D*- 31, 10»S Pro*" fcn d Low 29100 

In ars-irc 20900 

Tod **tj® e-pens* a«y ja* 


The a -coun’s re^ult-ng from the appheation of this alternative 
p-'-o *dure are u di a ted M jw 

Uoezpir*d 

In«uran*-e Insurance PtpB&Loss 
1 Jl™ L I_2yKld."Lr* 090 | 

" D— 1 t W u^cwr" f erynr*~i pcrtioo 290 200 

* L>«- „1 s^ceatj-r | 200 209 1 

It tviD be obyu^ ed that this method l somewhat simpler than 
the method de cribed m Chapter 11 b°eause it at oid the neeess’tt 
of making a ret easing entn This method mat be advantageouJv 
used if it i In -run, at the time an expenditure is made that a portion 
of tne expanse trill b® deferred at the end of the period 

The pro -edure mat be rill! further shortened bt eliminating th° 
•expense account- The procedure then become, as follows 

(1) Charge expenditure, to a deferred expense account- 

(2) 4t th° end of th° period, transfer the expired portion of the 

expense to Profit and Los bt a closing entn 

If thu p’-o «dure is apphed to the foregoing illustration, the 
journal entne= are 

(I) Jan. 1, 1^-r, U»*rp-r«d Insurance 09900 

Ca* 

Cost of three- *a. la x-ance p Sit 


69009 



Ch. 25] 


DEFERRED EXPENSE AND INCOME 


379 


(2) Dec. 31, 1913 Profit and Lo-p 200.00 

Unexpired Insurance 200.00 


To clo=e out to Profit and Is<^~ the 
portion of the premium applicable to 
the current year. 

The accounts resulting from the application of this procedure are 
indicated below: 

Unexpired 

Insurance Profit <fc I.O' j 


Cl) Jan. 1, 19 IS Expenditure 000, 

(2) Dec. 31, 19 IS Closing entry 200 200 


Deferred income. The method of accounting for deferred in- 
come described in Chapter 11 was as follows: 

(1) Credit income aceountswith the amounts of income collected. 

(2) At the end of the period, transfer the amount of income not 

yet earned to a deferred income account, by an adjusting 
entry. 

(3) Transfer the remaining balance of the income account to 

Profit and Loss by a closing entry'. 

(4) At the beginning of the next period reverse the adjusting 

entry. 

The illustration of this procedure in Chapter 11 is summarized 
below: 

Deferred 
Delivery Delivery 
Income Income Profit it: Lo-- 

(1) Oct. 1, 19 !8 Amount collected .. '400 j 

(2) Dec. 31. 19 IS Adjustment for deferred income. . 100 TOO 

(3) Dec. 31, 19 !S Closing entry .. 300 j <300 

•100 100 j 

(4) Jan. 1, 1919 Revcr-iriz entry [100 j 

An alternative method of accounting for deferred income is 
stated below: 

(1) Credit income collections to a deferred income account. 

(2) At the end of the period, transfer the earned portion of the 

income to an income account, by an adjusting entry-. 

(3) Close the income account to Profit and Loss. 

The application of this procedure to the foregoing illustration 
involves the following journal entries: 

(1) Oct. 1, 1943 Ca.-h . 400.CO 

Deferred Dili - , cry Income . 

Total cnU-'ctcd. 


400 00 
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(2) Dec 31 1948 Deferred Delivery Income 300 00 

Delivery Income 300 00 

To credit an income account w ith the 
amount of income earned during the 
period 

(3) Dec 31, 1948 Delivery Income 300 00 

Profit and Loss 300 00 

To close the income account 

The accounts resulting from the application of this alternative 
procedure are indicated below 

Deferred 

Delivery Delivery 

Income Income Profit &Losi 

(1) Oct 31 1948 Amount collected 1400 

(2) Dec 31 1948 Adjustment for portion earned 300 

(3) Dec 31 1948 Closing entry j 

Again it will be observed that this method is somewhat simpler 
than the method described in Chapter 11, because it avoids the 
necessity of making a reversing entry This method may be advan 
tageously used if it is known at the time an income collection is 
made, that a portion of the income will be deferred at the end of the 
period 

The procedure may be still further shortened by eliminating the 
income account The procedure then becomes as follows 

(1) Credit income collections to a deferred income account 

(2) At the end of the period transfer the earned portion of the 

income to Profit and Loss by a closing entry 

The application of this procedure to the foregoing illustration 
involves the following ]ournaI entries 

(1) Oct 1 1948 Cash 400 00 

Deferred Delivery Income 400 00 

Total collected 

(2) Dec 31 1948 Deferred Delivery Income 300 00 

Profit and Los3 300 00 

To close out to Profit and Loss the 
portion of income earned during the 
current year 

The accounts resulting from the application of this procedure are 
indicated below 



Deferred 

Delivery 

Income 



Profit & Los? 
|300 


(1) Oct 1 1948 Amount collected 

(2) Dec 31 1948 Closing entry 
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Alternative Method of Recording Purchase Discounts 

Discounts available and lost. Under the method of recording 
discounts on purchases previously explained in this text, and com- 
monly used in business, the credit balance in the Discount on Pur- 
chases account shows the amount of discount taken. The account* 
do not show how much discount was lost by failure to pay bills 
within the discount period. An alternative method of recording 
purchases and purchase discounts may be used to disclose this 
information. 

(1) The purchase is recorded in the voucher register by the 

following debits and credits: 

Purchase* 1,000.00 

Discounts Available . 20.00 

Vouchers Payable OSO.OO 

(2) If the bill is paid within the discount period, the following 

entry is made in the cash disbursements book: 

Vouchers Parable OSO.OO 

Cash. . OSOOO 


(3) If the bill is paid after the discount period has expired, the 
following entry is made in the cash disbursements book: 


Vouchers Payable 
Discounts Lo*t 
Cash 


OSO.OO 
20 00 

1,000,00 


These entries are made in the voucher register and the cash dis- 
bursements book in columns provided therefor, as follows: 


Voucher Register 


Voucher; Dat( , 

Is umber. 

« 

X 

Payee 

CUEDJTS 

i 

Debit 

Purch.a.'C'- 

Vouchers j Di=eount* 
Payable 1 Available 

1 Uul\ 1 

2 J-Julv 2 

Darrovv & Co. 

9$0 00] 20 00; 1,000 00 

-493.00) 5 00] 500 00 

i Harkinson & Companv 


Cash Disbursements Book 


Date 

No \ 

» : 


1 

• Debits j 

Credit 

Ca<h 

Payrc 

! . _ ... . . . . 


lXo i Vouchers j Di'c*->urt= i 
| Payable j Lo-t 

1 lfuh i 9 1 

2 jJuhllo! 

Harkia'oa Company . . 

; Darren- A Co 

- --- 

2 j -595 Oij ; 

1 | OSO.OO; 20 00. 

•195 00 
1,000 01 


Voucher 1 was not paid in time to take the discount : therefore. 
Discounts Lost was debited §20.00. Voucher 2 was paid in time to 
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take the discount The two discount accounts might have balances 
as follows 


Debit Credit 

Discounts Available 3 50000 

Discounts Lost 520 00 

The difference between these two balances (or a net credit of 
$3 040 00) represents discounts earned, it is shown in the 
profit and loss statement as the income from discount 

When this method of accounting for purchase discounts is fol 
lowed an adjustment is usually required at the end of the period 
with respect to discounts on unpaid vouchers To illustrate, assume 
that the following unpaid items appear in the voucher register at the 
end of the year 


Voucher Register 


1 


| Credits | 


Voucher Date 
NumberJ 

Payee 

Vouchers 

Payable 

D ^counts 
Available 

Purchases 

348 Pec 114 
369 | \27 

John Jones 

B F Forbes 

9S0 00 
490 00 

20.00 

1 io'oo 

100000 

50000 


Since these are the only unpaid items m the voucher register, the 
Vouchers Payable account will have a credit balance of $1,470 00 
(the sum of the two items in the Vouchers Payable column) But 
the true liability on these two items is $1,500 00 the discounts have 
not yet been taken, and the liability should be shown at the full 
amount Therefore, an adjusting journal entry should be made 
crediting Vouchers Payable $30 00 to adjust the account to the full 
liability 

What accounts should be debited 9 Let us assume that the dis 
count on each of these items was deductible if payment was made 
within ten days from the invoice date, the discount period has ex 
pired on voucher 348, but has not expired on voucher 369 Under 
these conditions, the entry should be 

Discounts Lost 20 00 

Discounts Available 10 00 

Vouchers Paj able 30 00 

The reason for debiting Discounts Lost should be clear the dis- 
count has been lost by allowing the discount period to expire without 
paying the bill The reason for debiting Discounts Available will 
perhaps be more clearly understood if we remember that the differ- 
ence between the credit balance of this account and the debit balance 
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of the Discounts Lost account is shown in the profit and loss state- 
ment as income; but the $10.00 discount has not yet been earned, 
because the invoice has not been paid; hence the $10.00 should be 
eliminated from the accounts. 

After the books have been closed, a reversing en try for the dis- 
count still available should be made, as follows: 

Vouchers Payable 10.00 

Discounts Available 10.00 

Changing to the alternative method of handling purchase dis- 
counts. Assume that a company has been recording purchase dis- 
counts by the method used heretofore in this text. At the end of a 
certain year, it is decided to change to the method described in the 
preceding section. An account should be set up showing the dis- 
counts available at the time of making the change. Assume that 
the following items are open in the voucher register: 

Voucher Vouchers 

Date Number Payable 

Dec. 14 9S1 ' TOOO.OO 

27 1023 SO0.00 

29 i 02 i .moo 

The discount period has expired on voucher 9S1 : 2 C " C discounts 
are still available on vouchers 1023 and 1024. Therefore, the follow- 
ing journal entry should be made as of January 1, after the books are 
closed: 


Vouchers Payable 

Discounts Available . 

Discounts available on open vouchers. 


20.00 

26.00 



CHAPTER 26 
Fixed Assets 


Definitions Fixed assets are assets of a relatively permanent 
nature used in the operation of the business, and not intended for 
sale A building used as a factory is a fixed asset, it is relatively 
permanent property it is used in the operation of the business and 
it is not intended for sale A factory building no longer in use is 
not a fixed asset because it is not used in operations Land held as 
a prospective factory site is not a fixed asset, it is permanent prop- 
erty and it is not intended for sale but it is not used in operations 

Fixed assets may be either tangible or intangible An asset is 
tangible if it has bodily substance, like a building or a machine An 
as=et is intangible if, like a patent or a copyright, its value resides 
not in any physical properties, but m the rights which its possession 
confers upon its owner 

Charging fixed asset costs to operations Most fixed assets ha\e 
a limited useful life The cost of such an asset (less any scrap or 
residual value which may be reabzable at the end of the assets 
usefulness) should be charged off gradually against income during 
the period (known or estimated) of its useful life The words most 
commonly used to descube such expirations of fixed asset costs are 

Depreciation, which is the expiration of the cost of plant prop- 
erty 

Depletion, which is the expiration of the cost of natural resources 
caused by their conversion into salable product 

Amortization which is the expiration of the cost of intangible 
fixed assets resulting principally from the passage of tune 

Classification of fixed assets Fixed assets may be classified 
with respect to their nature and the cost expirations to which they 
are subject, as follows 

(A) Tangible 

Cl) Plant property 

(a) Subject to depreciation 

Examples Buildings, machinery, tooLs and equip 
ment, delivery equipment, furniture and 
fixtures 

(b) Not subject to depreciation 
Example Land 

(2) Natural resources, subject to depletion 

Examples Timber tract s, mines, oil wells 

384 
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(B) Intangible: 

(1) Normally subject to amortization. 

Examples: Patents, copyrights, franchises, lease- 
hold improvements. 

(2) Not normally subject to amortization. 

Examples: Goodwill, trademarks. 

These various classes of fixed assets will be discussed in the order 
in which they are mentioned in the foregoing classification. 

Plant Property 

Cost of fixed assets. The cost principle requires that a fixed 
asset shall not be carried in the accounts at an amount in excess of 
cost, but cost may include many incidental expenditures. The cost 
of a fixed asset includes all expenditures made in acquiring the asset 
and putting it into a place and condition in which it is useful in 
operations. Thus, the cost of machinery includes the purchase 
price, the freight, and the installation costs. 

Separate accounts should be kept with land and buildings, be- 
cause the buildings are subject to depreciation but the land is not. 

The cost of land includes the broker's commission, fees for 
examining and recording title, taxes accrued at the date of purchase 
or assessed during the period of construction of buildings on the land, 
the cost of grading, sewers, and pavements, and special assessments 
for local benefits such as street lighting. 

The cost of a building constructed includes the payments to 
contractors, fees for permits and licenses, architects fee-, superin- 
tendents’ salaries, and insurance and similar expenditures during the 
construction period. It is considered permissible to charge the 
Buildings account with interest costs incurred during the construc- 
tion period on money borrowed to pay construction costs. 

If land and a building are purchased, the cost should be divided 
between the land and the building. The Building account should 
be charged with any repair costs incurred to make good depreciation 
prior to acquisition, and with the cost of improvements. 

If, after the purchase of land and a building, the building is de- 
molished preliminary to the erection of a new building, the Land 
account should be charged with the entire purchase price and the 
demolition costs, and credited with any amounts received on the 
disposal of salvage from the building. 

If a machine or other fixed asset is constructed by a company for 
its own use, it should be recorded at cost, and not at some higher 
price which it might have been necessary to pay if the asset had been 
purchased from outsiders. 
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Overhead in the cost of construction If fixed assets are con 
structed by a company for its own use, all accountants agree that 
their recorded cost should include the costs of materials and labor 
used, but there is a difference of opimon regarding charges for 
manufacturing expenses Three opinions are held 

(?) No manufacturing expenses should be charged Those who 
hold this opimon defend it as follows The construction of 
fixed assets will not normally cause any appreciable m 
crease in manufacturing expenses if part of the normal 
overhead is charged to fixed assets, the cost of manufac 
tured merchandise is decreased and the profit on its sale is 
increased, this profit is unrealized because the credit to 
Profit and Loss is offset by a charge to the fixed assets 
This position has been approved by many accountants on 
the ground of conservatism other accountant 1 *, including 
the author believe that it violates the cost principle be 
cause all costs are not included 

(2) Fixed assets should be charged with overhead specifically in- 
curred m their manufacture Those who hold this opimon 
defend it as follows The manufacture of fixed assets can 
not be carried on without incurring some overhead costs 
which would not otherwise be incurred it is improper to 
load the costs of finished goods with expenses wluch were 
not incurred m their manufacture This seems to be a 
more acceptable opimon than the preceding one but it 
may be challenged on the ground that it, also, is not in 
accord with the cost principle, because all costs are not 
included in the valuation 

(S) Apportion oierhead to fixed assets and finished goods at Ike same 
rate Those who hold this opinion defend it as follows 
If plant facilities are used in the construction of fixed assets 
the cost of the use of these facilities is part of the cost 
of the fixed assets produced If a plant is used for the 
production of fixed assets and merchandise a failure to 
charge part of the manufacturing expenses to the fixed 
assets will result in an understatement of the cost of the 
fixed assets and an overstatement of the cost of the 
merchandise 

The third opimon stated above seems to be the one which con 
forms to the cost principle 

Depreciation Terminations of the useful lives of plant fixed 
assets result principally from the two causes mentioned on the 
following page 
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(1) Physical deterioration caused by wear and tear and the 

action of the elements. 

(2) Obsolescence, the nature of which is indicated by the follow- 

ing illustrations: 

A company owns a hand machine capable of making 
100 articles a day. The business has grown so that 
1,000 articles must be made each day. Instead of 
buying nine more hand machines, it is better to dis- 
pose of the one machine owned and buy a power 
machine capable of making 1,000 units a day. The 
hand machine is obsolete. 

The operation of the power machine requires the 
services of five men. A new automatic machine is 
invented. Because of the saving in labor, it is 
economical to dispose of the recently acquired ma- 
chine and purchase the new one. The power machine 
is obsolete. 

The new automatic machine is capable of producing only 
one product. The market for this product suddenly 
ceases. The automatic machine is obsolete. 

The word depreciation formerly was regarded by accountants as 
meaning the physical deterioration of an asset. A new concept of 
depreciation is developing among accountants; this new concept 
differs from the old one in two particulars: 

(1) Depreciation, from an accounting standpoint, is now re- 

garded as applying to the cost or other valuation of the 
asset, rather than to the asset itself. This concept is the 
basis of the following definition proposed by the Commit- 
tee on Terminology of the American Institute of Account- 
ants: ‘‘Depreciation accounting is a system of accounting 
which aims to distribute the cost or other basic value of 
tangible capital assets, less salvage (if any), over the 
estimated useful life of the unit. . . ." 

(2) Depreciation is regarded as including the expiration of cost 

resulting from obsolescence as well as from physical 
deterioration. 

Fixed assets are, of course, subject to decreases in market value, 
but accountants do not consider it necessary to record such decreases 
because fixed assets are not intended for sale. The market values 
may be up today and down tomorrow; such fluctuations in value 
may be ignored because the value of a fixed asset to a business nor- 
mally lies in its usefulness rather than in its marketability. 
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Computing and recording depreciation There are numerous 
methods of estimating depreciation The straight line method, which 
is the one mO't frequently used will be discussed Other methods 
are discussed m Principles of Accounting, Intermediate 

TheoreticalK the periodical depreciation charge under this 
method should be computed as follows 


Col offset $2 >0000 

Estimated re iduai r scrap \ alue — amount » hich it is estimated 
can be reabied from the asset when it is no longer unable 300 00 

Total dejreciati n to be charged to expense during the total 

useful life of the $2 200 00 

Estimated useful life 10 sears 

Fetunated depreciation per vear $ 220 00 


As a practical matter the residual value is frequently ignored 
and the depreciation is ba=ed on the co=t Ignoring the residual 
\alue and writing off the total cost over a period of ten tear* would 
m the foregoing illustration result in an annual charge of $250 00 
Depreciation i» recorded by 

Debiting a Depreciation account, which is an expense account 

Crediting either 

A Reserve for Depreciation which will have a credit balance 
to be deducted m the balance sheet from the debit balance of 
the fixed asset account or 

The fixed asset account this is called "anting down the asset 
This method usually is not desirable for two reasons 
First, if depreciation is credited to the asset account, the 
cost of the fixed asset wall be Io^t sight of 
Second, the provision for depreciation is only an estimate 
by crediting it to a reserve, the amount of depreciation 
provided can be shown on the balance sheet, where in 
terested parties can get information on which to base 
their own opinion as to the adequacy of the provision 

Expenditures during ownership An expenditure is the pay 
ment, or the incurring of an obligation to make a future payment 
for a benefit receiv ed Expenditures incident to the ownership of 
fixed assets are of two classes 

Capital expenditures, which should be recorded by increasing the 
book v alue of the assets In most cases this ls done by debit- 

ing the asset accounts in some cases it is done by debiting the 
depreciation re&erv es 

Revenue expenditures, which should be charged to expense 
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A careful distinction must be made between capital and revenue 
expenditures if a correct accounting for fixed assets and for profits 
is to be maintained. If a capital expenditure is charged to an ex- 
pense account, the book value of the fixed asset is understated, and 
the net profits and net worth also are understated. On the other 
hand, if a revenue expenditure is charged to an asset account instead 
of to an expense account, the book value of the fixed asset is over- 
stated and the net profits and net worth also are overstated. 

The proper treatment of some of the more common types of 
expenditures is indicated below. 
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Disposal of fixed assets. When a depreciated fixed asset is dis- 
posed of, an entry should be made debiting Cash for the amount re- 
ceived, crediting the asset account with the cost of the asset, debiting 
the depreciation reserve with the depreciation provided against the 
asset, and debiting or crediting an account to show the loss or gain 
on the disposal. Three illustrations follow: 

( 1 ) Price equal to book value 

Assume that, at the date of disposal of a machine, the asset 
and reserve accounts had the following balances. 

Debit Credit 

Machinery $2,500 00 

Reserve for Depreciation — Machinery $2,200 00 

The asset had a net book value of S300 00 and was sold for 
$300 00 The entry to record the sale is* 

Cash 300 00 

Reserve for Depreciation — Machinery 2,200 00 

Machinery 2,500 00 

To record the sale of machinery, relieving the asset 
account of the cost and relieving the reserve of the 
depreciation provided thereon. 

(2) Price less than bool value 

Assume that the accounts had the following balances' 

Debit Credit 

Machinery 52,500 00 

Reserve for Depreciation— Machinery $1,760 00 

The asset had a net book value of $740 00 and was sold for 
$400 00, hence there was a loss of S340.00. The entry to 
record the sale is- 

Cash 

Earned Surplus, or Loss on Sale of Machinery 
Reserve for Depreciation— Machinery 
Machinery 

To record the sale of machinery 

(S) Price more than book value 

Assume that the accounts had the following balances: 

Debit Credit 

Machinery $2,500 00 

Reserve for Depreciation — Machinery $2,200 00 

The asset had a net book value of $300 00 and was sold for 
$500 00, hence there was a profit of $200.00. The entry 


400 00 
340 00 
1,760 00 

2,500 00 
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to record the sale of the machinery at a profit of $200.00 
is shown below: 


Cash 500.00 

RpM’rve for Depreciation — Machinery . . 2.200.00 

Machinery . . .... 2,300.00 

Earned Surplus, or Pro5t on Sale of Machinery 200.00 

To record the sale of maehinory 


Losses and gains on the disposal of fixed assets were formerly 
charged and credited to the Earned Surplus account for the following 
reasons : 

(1) The loss or the gain is an extraneous, nonoperating item 

and, as such, should not be shown in the profit and loss 
statement, which is intended to reflect the results of 
regular operations. 

(2) The loss or the gain is in reality a correction of the profits of 

prior years, which were incorrectly stated because the 
depreciation was incorrectly estimated. The profits of 
prior years are now in the Earned Surplus account: to 
correct them we must therefore debit or credit Earned 
Surphis. 

Many accountants still follow this procedure, particularly if the 
amounts of profit or loss are large. Other accountants record the 
profit or loss in accounts with titles such as Loss on Sale of Machin- 
ery. show the balances of these accounts in the surplus statement, 
and close the accounts to Earned Surplus. Still other accountants 
show the balances of the loss or gain accounts in the profit and loss 
statement, and close these accounts to Profit and Loss. 

If an asset is disposed of, a debit to Depreciation may be made 
for the depreciation which has accrued since the last provision was 
set up. To illustrate, assume that the following balances appear in 
the accounts on June 30. 194S: 


D*''rit Credit 

Machinery .... . . $5,000X0 

Reserve for Depreciation — Machinery — 'created by 
annual credits of $300.00 . $3,000.00 

The asset is di-poscd of on June 30 for $1,500.00: no depreciation 
has been provided for since December 31, 1947. The following 
entries should be made: 


Ocrrcciitfon — M2»*h?ncry 130 ^ 

Re-L*rv«: for Depreciation 1 — MnrhH^ry . 150.00 


T> rmitie f - * r 2 ? ar, rp^rsririr ct- 

tvrM* rf the fiLt rrr-'n*h5 erd^ii Jur** 30. 10*$. 
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Cash 

Reserve for Depreciation — Machinery 
Earned Surplus or Loss on Sale of Machinerj 
Machinery 

To record the sale of the machinery 


1 500 00 
3150 00 
3o0 00 


5 000 00 


Appraisals Assume that a factor} building is carried in the 
accounts at a cost of S75 000 00 with a depreciation reserve of 
$30,000 00, or at a net book \ alue of $45,000 00 Assume, ateo, 
that an appraisal shows a theoretical valuation determined as 
follows 


Cost to replace new SI 2a 000 00 

Depreciation based on replacement price 3 a 000 00 

Sound value $ 90 000^0 

The difference between the amounts shown by the books and the 
amounts shown by the appraisal are summarized below 

Per 

Per Books Appraisal Difference 
Gross $7a 000 00 S12o 000 00 55000000 

Depreciation 30 000 00 3o00000 500000 

Net 545 000 00 5 90 000 00 $4a000 00 

The management maj desire to record the appraisal in the ac- 
counts by an entry similar to the following 


Building 50 000 00 

Reaers e for Depreciation 5 000 00 

A surplus or reserve account 45 000 00 

It was originally the custom, when appraisal^ were recorded, to 
credit a surplus account, however, accountants came to recognize 
the fact that crediting a surplus account introduced an unrealized 
profit into the accounts It then became the custom, when an 
appraisal was recorded, to credit an account with some title like 
Reserve for Unrealized Profit per Appraisal Recently the Amer- 
ican Institute of Accountants has issued a pronouncement to the 
effect that the recording of an appraisal is undesirable (even though 
the credit is entered in a resen e) because it is a violation of the cost 
principle 

Subsidiary records The general ledger should contain an ac 
count with each class of fixed assets, c ueh as Land, Buildings, 
Machinery, Furniture and Fixtures, and Delivery Equipment It 
is also desirable to maintain a subsidiary plant ledger contaimng 
considerable information with respect to the cost, depreciation, re- 
pairs, and so forth, of each unit Thus, the subsidiary machinery 
record might contain a card or page for each machine, showing the 
data on the following page 
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X ame of asset. 

Identification number. 

Location. 

Manufacturer. 

From whom purchased. 

Date of installation. 

Purchase cost. 

Other incidental costs. 

Depreciation data: 

Estimated life. 

Estimated residual value. 

Depreciation rate. 

Periodical and accumulated provision for depreciation. 

Ordinary and extraordinary repairs, with information as to 
date, nature, and cost. 

Actual life, residual value, and profit or loss on disposal. 

Information as to abnormal operating conditions, such as over- 
time work. affecting rapidity of depreciation. 

Such records furnish a good control over the fixed assets as 
they are virtually a perpetual inventory showing ail fixed assets 
which should be in the company’s possession. The information re- 
garding the cost and accumulated depreciation of each unit can be 
used in making entries to relieve the asset and depreciation reserve 
accounts of the correct amount" when a unit is fully depreciated. 
The subsidiary records are also useful in connection with insurance 
claims. 


natural Pvesources 

Valuation. Xatural resources, such as timber tracts, mines, and 
oil wells, are gradually converted from fixed assets into merchandise. 
They should be carried in the asset accounts at ro<t. and their book 
values should be reduced by provisions for depletion. Such assets 
are sometimes called i cnttimj awt#. 

Development expenditures, such as those made tor the removal 
of surface earth for strip mining operations, which do not remit in 
the acquisition of tangible fixed assets, may be charged to the wast- 
ing asset account. Tangible meed assets acquired tor purposes of 
developing or extracting the wasting asset should be recorded in 
separate accounts: they should be depreciated in amounts propor- 
tionate to the depletion if the developments will render s; r *. ice 
throughout the entire life of the wasting asset: they should be 
written off over a shorter period if their use-:u!n<_~s will expire before 
the wasting asset is completely depleted. 
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Depletion Depletion usually is computed b> dividing the cost 
of the wasting asset b\ the estimated number of units (tons barrels 
thousand feet and so forth) in the asset thus a unit deple*ion 
charge is computed The total depletion charge for each period is 
then computed by multiplying the unit charge by the number of 
units com erted during the period 

To illustrate assu m e that S90 000 00 was paid for a mine which 
was estimated to contain 300 000 tons of a\ ailable deposit The 
unit depletion charge is S90 000 00 — 300 000 or $ 30 If 60 000 
tons are mined during a giv en v ear the depletion charge for the j ear 
is S 30 X 00 000 or $18 000 00 

The depletion charge will be recorded as follows 

Deplet on 18 000 00 

Reserve for Deplet on 18 000 00 

The debit balance in the D pletion account should be included 
among the costs of production The credit balance in the R“S°rve 
for Depletion should be deducted in the balance sheet from the debit 
balance in the asset account 

Intangible Fixed Assets Normally Subject to Amortization 

Reason for amortization Some intangible fixed assets are sub- 
ject to amortization because their li\ es are limited by law regulation 
contract or their nature Examples are patents copyrights fran 
chises for limited periods leaseholds and leasehold improvements 
It should be understood that the period fixed by law regulation or 
contract is the maximum period of life and that the usefulness of 
such assets maj cease prior to the expiration of that period m such 
instances the shorter useful life should be the period on which the 
amortization is based 

Patents If a patent is acquired b> purchase its cost is the 
purchase price If it is obtained bj the inventor its co&t is the 
total of the experimental expense costs of working models and 
expenses of obtaining the patent including drawings attorney s fees 
and filing costs Since a patent has no proven value until it has 
stood the test of an infringement suit the cost of a successful suit 
maj be charged to the Patents account If the *=uit is unsuccessful 
and the patent is thereby prov ed to be valueless the cost of the suit 
and the cost of the patent should be written off to Earned Surplus 
A patent is issued for seventeen jears and its cost should be 
amortized over that period unless it was acquired after the expira 
tion of a portion of the seventeen j ear period in which case it should 
be written off ov er its remaining life If there is a probability that 
the patented device or the product of the device will become obsolete 
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before the expiration of the patent, conservatism would suggest 
writing off the patent during a period shorter than its legal life. 

A patent may give its owner a monopoly which enables him to 
develop his business to a point where, after the expiration of the 
patent, competitors will find it extremely difficult to enter the field 
and overcome the handicap. When this happens, a goodwill is 
created during the life of the patent. Nevertheless, the patent 
should be amortized and no goodwill should be set up. 

Copyrights. A copyright gives its owner the exclusive right to 
produce and sell reading matter and works of art. The fee for 
obtaining a copyright is only a nominal amount, too small to justify 
an accounting procedure of capitalization and amortization. Costs 
sufficient in amount to justify such an accounting procedure may be 
incurred, however, when copyrights are purchased. 

Copyrights are issued for twenty-eight years with a possibility of 
renewal for an additional twenty-eight years. However, publica- 
tions rarely have an active market for a period as long as twenty- 
eight years, and it usually is regarded as advisable to write off 
copyright costs over a much shorter period. 

Franchises. Franchises should not be set up in the books unless 
a payment was made in obtaining them. Franchises are sometimes 
perpetual, in which case their cost need not be amortized; usually 
they are granted for a definite period of time, in which case their 
cost should be amortized over that period. 

Leaseholds and leasehold improvements. When property is 
rented for a period of years, an advance payment may be made which 
will apply against future rents; this payment may be charged to a 
Prepaid Rent account or a Leasehold account, and amortized over 
the life of the lease by charges to Rent and credits to Prepaid Rent 
or Leasehold. 

Sometimes a company will obtain a long-term lease on real 
estate, and property values will so increase that the rents payable 
under the lease are much smaller than they would be on the basis of 
current values. The lease may thus become very valuable because 
of the saving in rent or because the lease could be sold. It is not 
proper, however, to place, this value in the accounts, because the 
offsetting credit to Surplus would inflate the surplus by including an 
unrealized profit. 

Leases for long periods frequently provide that the lessee (party 
who acquired the right to occupy the property) shall pay the cost of 
any alterations or improvements which he may desire, such as new 
fronts, partitions, and built-in shelving. Such alterations and im- 
provements become a part of the real estate and revert to the owner 
of the real estate at the expiration of the lease; all that the lessee 
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obtains by the expenditure is the intangible right to benefit by the 
improvements during the life of the lease The lessee should there- 
fore charge such expenditures to a Leasehold Impro\ ements account 
the cost should be amortized over the life of the lease by journal en- 
tries charging Rent and crediting Leasehold Improvements The 
Rent account is of course also charged with the cash payments 
made to the lessor 

Intangible Fixed Assets Not Normally Subject to Amortization 

Some intangible fixed assets are not normally subject to amortiza- 
tion because they are assumed to have an unlimited useful life 
Examples are trademarks trade names secret processes and for 
mulas and goodwill 

Such assets may be carried indefinitely at cost f there is no reason 
to bcliev e that their useful lives w ill e\ or terminate Howev cr, their 
amortization or complete write-off may be proper under several 
conditions First at the time of its acquisition there mav be good 
reason to fear that the useful life of such an asset will terminate 
even though there is no conclusive evidence to that effect in such 
instances periodical amortization charges may be made against 
income Second at some date subsequent to acquisition the asset 
mav be found to be valueless in which cose it should be written off 
or conditions may have developed which indicate that the hfe of the 
asset will terminate in which case its cost may be amortized over 
the estimated remaining life or a portion of the cost may be charged 
to Earned Surplus (os representing amortization for prior periods), 
and the remainder may be amortized ov er the estimated remaining 
life 

Trademarks The right to the use of a trademark may be pro 
tected by registry, the right does not terminate at the end of a 
definite period and trademarks are therefore normally carried 
indefinitely in the accounts at cost w ithout amortization 

Goodwill The following statement intended to indicate the 
nature of goodwill is quoted from a court decision 

When an individual or a firm or a corporation has gone on for an 
unbroken series of y ears conducting a particular business and has been so 
scrupulous in fulfihng every obligation so careful in maintaining the 
standard of the goods dealt in so absolutely fair and honest in all business 
dealings that customers of the concern hav e become conv meed that their 
experience in the future wall be as satisfactory as it has been m the past 
while such customers good report of their own experience tends continually 
to bring new customers to the concern there has been produced an element 
of value quite as important aa — in some case perhaps far more important 
than — the plant or machinery with which the business is earned on That 



Ch. 26 ] 


FIXED ASSETS 


397 


it is property is abundantly settled by authority, and, indeed, is not 
disputed. That in some cases it may be very valuable property is mani- 
fest. The individual who has created it by years of hard work and fair 
business dealing usually experiences no difficulty in finding men willing 
to pay him for it if he be willing to sell it to them.” 


This quotation is interesting because it indicates some of the 
ways in which goodwill may be created. However, it does not 
adequately indicate the nature of goodwill for two reasons. 

In the first place, it implies that goodwill is produced only by 
satisfactory customer relations; but since goodwill is dependent upon 
profits, and since many things other than customer satisfaction 
contribute to profits, there are many sources of goodwill. Some of 
these sources are: location; manufacturing efficiency; satisfactory 
relations between the emploj’ees and the management, which con- 
tribute to profits through effective employee service and the reduc- 
tion of losses from labor turnover; adequate sources of capital, and 
a credit standing which is reflected in low money costs; advertising: 
monopolistic privileges; and, in general, good business management. 

In the second place, in placing the emphasis on customer rela- 
tions, the quotation fails to put the emphasis where it really belongs: 
on the relation between profits and net assets. A company may be 
scrupulous, fair and honest, and its good repute may tend con- 
tinually to attract new customers, and yet the company may have 
no goodwill. The existence of goodwill depends upon the earning 
of excess profits. 

Goodwill may be defined as the value of the profits of a business 
which are in excess of a normal or basic return on the net assets 
exclusive of goodwill. To illustrate, let us assume the conditions 
shown below. 


Net assets, exclusive of goodwill 

Rate of net income which, for the particular in- 
dustry, may be agreed upon by the purchaser 
and seller of a business as normal, or which a 
new company entering the field may reason- 
ably be expected to earn — say 
Net income earned 

Income at “normal” Rite on net a.-.-et- exclusive 
of goodn ill . 

Excess earnings 


Company. 4 Company B 
$100,000.00 $100,000 00 


10' r _ 1(T r 

$ 10,000.00 ? 15.000 00 

10,000.00 10, 1X10.00 

$ 5,000.00 


The excess earnings of Company B indicate that it has a good- 
will ; Company A apparently has none. 

Methods of computing goodwill. The price to be paid for good- 
will in connection with the sale of a business may be an amount 
arbitrarily agreed upon by the purchaser and seller, without formal 
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computation On the other hand, it maj be computed on the basis 
of past profits of the business Three methods of computation are 
illustrated below 

(1) A certain number of times the average past annual earnings 

For instance, assume that the a\erage earnings for five 
years prior to the sale of the busmen have been 810,000 00, 
and that the goodwill is to be valued at twice the average 
earnings the goodniil mil be valued at 820,000 00 The 
price so computed is said to be ‘ two j ears’ purchase” of 
the average annual earnings 

This method is illogical because it fails to give recognition to 
the fact that the goodwill ls not dependent upon total 
profits, no matter how large but upon the relation of the 
profits to the assets other than goodwill, and that no good- 
will easts unless the profits are in excess of a normal 
income on the net assets other than goodwill 
Recognition is given to this fact in the two following methods 
of goodwill computation 

(2) A certain number of times the average past earnings in excess 

of a return at an agreed rate on the average investment 
For instance, assume average annual profits for five years 
of 810,000 00, an average investment of $100,000 00, and 
an agreement to pay, for goodwill three years’ purchase 
of the average profits in excels of 8% on the average invest- 
ment The goodwill would be computed as follows 


Average profits 510 000 00 

Less 8% on average investment 8 000 00 

Excess S 2 000 00 

Multiply by number of jears purchase 3 

Goodwill S 6000 00 


(3) The capitalized value of excess income 

Tor lastance, assuming the same facts as in (2) with respect 
to average income and investment, and assuming an 
agreement to compute goodwill by capitalizing, at 10%, 
the average annual earnings m excels of 8% on the av erage 
investment, we would compute the goodwill as follows 

Average profits 

Less S / 0 on average investment 
Excess to be capitalized 
Capitalized value $2 000 00 — 10 

Proper book value of goodwill A Goodwill account can properly 
appear on the books only if the goodwill was specifically paid for 


$10 000 00 
8000 00 
$ 2000 00 
= $20 000 00 
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The management of a company may believe that it has created a 
goodwill by advertising expenditures or otherwise, and may desire to 
record it on the books. To do so is regarded as improper accounting; 
it would be a violation of the cost principle because no specific ex- 
penditures can be identified as representing the cost of goodwill. 

In the past it has been considered good accounting to carry 
goodwill as an asset indefinitely at its cost, without any amortization, 
and this is still the customarj' procedure. However, it is permis- 
sible to write off the Goodwill account against Earned Surplus, and 
a good theoretical argument can be advanced in favor of writing off 
the account. The price paid for goodwill is the cost of the excess 
earnings which have resulted from good predecessor management; 
it can hardly be assumed that the excess earnings will continue 
indefinitely unless the new management is equally efficient. In 
other words, the purchased goodwill may expire, although a new 
goodwill may be created by the new management. But since only 
purchased goodwill should be carried in the accounts, and since the 
purchased goodwill may expire, some accountants have advocated 
writing off purchased goodwill over the estimated period during 
which the profit-making factors created by the prior management 
will continue to be effective. This argument in favor of amortizing 
goodwill has not been generally accepted by the accounting profes- 
sion. 


Fixed Assets in the Balance Sheet 

It usually is considered desirable to show the total tangible fixed 
assets and the total intangible fixed assets separately in the balance 
sheet. One procedure is illustrated below: 


Tangible Fixed Assets: 

Land . ■ • ■ 

Building ... . ... 

Less Reserve for Depreciation 
Machinery and Equipment . 

Le--s Reserve for Depreciation . . . 

Tools 

Le-s Reserve for Depreciation 

Delivery Equipment 

Less Reserve for Depreciation 
Furniture and Fixtures . . . 

Rc=cr\e for Depreciation 
Total Tangible Fixed Assets 

Intangible Fixed Asset*: 

Patents — Le-' Amortiration. . 

Goodwill . 

Total Intangible Fixed Assets.. . 


$ 20,000.00 

$150,000.00 

30.000. 00 120,000.00 

$ 00,000.00 

12.000. 00 7S, 000.00 

S 15,000.00 

-1,000.00 11,000.00 

$ 5,000.00 

2.000,00 3,000.00 

$ 5,500.00 

2,200.00 3,300.00 

$235,300.00 


$ G,003 00 

50,000.00 


50,000.00 
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If there are many fixed assets, space can be saved by a balance 
sheet presentation similar to the following 


Cost 

Depreciation 

Reserve 

Cost Less 
Depreciation 


Tangible Fixed Assets 

Land 

Buildings 

Machinery and Equipment 
Tools 

Delivery Equipment 
Furniture and Fixtures 

$ 20 00000 
laO 000 00 
90 00000 
15 000 00 

5 000 00 

5 500 00 

$ 30 000 00 
12 000 00 

4 000 00 
2000 00 

2 200 00 

$ 20 000 00 
120 000 00 
78 000 00 
11 000 00 
3000 00 

3 300 00 


Total Tangible Fixed Assets $28o 500 00 
Intangible Fixed Assets 

Patents — Less Amortization 

Goodvv ill 

$ 50 200 00 

$ 0 000 00 
50 000 00 

$235 300 00 

Total Intangible Fixed As- 
sets 




56 000 00 



CHAPTER 27 

Departmental Operations 


Departmental profits. If a merchandising concern operates two 
or more departments, it is advisable to keep the accounts in such a 
way that a statement of profit and loss can be prepared showing the 
results of operations by departments. Some of the departments 
may be operating at a good profit, whereas other departments may 
be making only small profits or may be incurring losses. 

Determining gross profits by departments. To determine the 
gross profits by departments, as shown in the illustrative profit and 
loss statement on pages 402 and 403, the following departmental 
merchandise accounts were kept : 

Inventor}' — Department A 

Inventory — Department B 

Sales — Department A 

Sales — Department B 

Returned Sales and Allowances — Department A 

Returned Sales and Allowances — Department B 

Purchases — Department A 

Purchases — Department B 

Returned Purchases and Allowances — Department A 

Returned Purchases and Allowances — Department B 


The trial balance in the working papers on pages 404 and 405 
shows the balances of these departmental accounts. The trial 
balance also shows that only one Freight In account was kept. If, 
in a business with departments, it is possible to analyze the freight 
bills to determine the freight costs applicable to each department, 
departmental Freight In accounts may be kept. In the illustration 
in this chapter it is assumed that the management prefers to make 
an approximate apportionment of the cost of freight in. rather than 
to incur the expense of analyzing the freight bills. The approximate 
apportionment was made on the basis of purchases, as follows: 


Department Purchases Per Cent Freight In ' 

A . . . $ GO.OJOOO -50 r c S 720.00 

n oo.ooooo co i.oso.oo 

Total . $1 GO, 010 00 ~ lOO'T •$1 ,S00,00 

<101 



(Showing Net Profit or Loss on Sales by Departments) 
For the Year Ended December 31, 1948 
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Statement of Profit and Loss — Continued 
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Selling expenses. If it is desired to have the profit and loss 
statement show net profits or losses on sales by departments (as in 
the illustration on page 402), departmental selling expense accounts 
should be kept to the extent practicable The trial balance m the 
working papers shows that, in this illustration, only the following 
departmental expense accounts were kept 

Salesmen’s Salaries — Department A 

Salesmen’s Salaries — Department B 

In many cases it is not practicable to identify selling expenses by 
departments at the time they are incurred in such cases one account 
is kept for each type of expense and some basis of apportionment for 
statement purposes is adopted The balances of such accounts are 
frequently apportioned to departments in the ratio of sales by 
departments, but this is only a "rough and ready” method and is 
not likely to be very accurate because departmental expenses are 
rarely, if ever, proportionate to departmental sales 

If possible, some accurate basis of apportionment should be used 
for each expense In the illustration, it is assumed that the store 
rent was apportioned by departments on the basis of floor space 
occupied, and that the advertising was apportioned on the basis of 
advertising space occupied In some businesses it may be possible 
to apportion delivery expenses on the basis of the number of de- 
Iuenes made for each department, with proper consideration of 
differences in weight and bulk of the merchandise of the \anous 
departments In this illustration it is assumed that such a proce- 
dure is impracticable, and the apportionments were made on the 
basts of sales, as follows 

Depreciation — 

Delivery Delivery 

Department Sales Per Cent Expense Equipment 

A l 7o 000 00 37 5% $1 500 00 S 37o 00 

B 12o 000 00 62 5 2 500 00 62a 00 

Total $200 000 00 1000% $4 000 00 $1 000 00 

Dangers of approximations. To the extent that items of expense 
or income are allocated to departments by some method of approxi- 
mation, the departmental profit and Joss statement becomes a 
matter of guess work, judgments based on such a statement maj be 
erroneous, and, unless management maintains a constant awareness 
of this element of guesswork and possible error, unwise policies may 
be adopted 

Because the apportionment of general expenses and other income 
and expenses to departments would involve numerous approxima- 
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tions, the profit and loss statement on pages 402 and 403 is carried 
departmental!}' only to the point of net profit on sales. 

Columnar sales and purchase records. The trial balance in the 
working papers on pages 404 and 405 shows the following depart- 
mental accounts: 


Sales — Department A. 

Sales — Department B. 

Returned Sales and Allowances — Department A. 

Returned Sales and Allowances — Department B. 

Purchases — Department A. 

Purchases — Department B. 

Returned Purchases and Allowances — Department A. 

Returned Purchases and Allowances — Department B. 

To obtain these departmental accounts, it is advisable to use 
columnar books of original entry for sales, for returned sales and 
allowances, for purchases, and for returned purchases and allow- 
ances. 

The sales book, for example, may have columns as follows: 

Sales Book 
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The purchase book should hav e three columns 

Credit Accounts Pa> able 

Debits Purchases — Dept A 
Purchases — Dept B 

The returned purchases and allow ances book should contain the 
following columns 

Debit Accounts Payable 

Credits Returned Purchases and Allowances — Dept A 
Returned Purchases and Allowances — Dept B 

Cash sales and cash purchases Chapter 9 show ed how special 
columns for cash sales and cash purth i. es maj be included in the 
cash receipts book and the cash disbursements book If a business 
has onlj two or three departments the c iah receipts book maj con 
tain a Sales column for each dcp irtment and the cash disbursements 
book ma> contain a Purchases column for each depaitment The 
totals of these columns can then be posted to the departmental sales 
and purchases accounts 

But if the business is divided into a great man} departments 
Sales and Purchases columns cannot be provided in the cash books 
without making these books «o wide as to be inconvenient Under 
such conditions it is advisable to add a Cash debit column to the 
sale* book and to have onlv one Sales column in the cash receipts 
book Cash sales will then be recorded in the two books thus 


Sales Book 




1 DtBUS 

f Credits 

Date 


Accounts 

Receivable 

1120 

Cash 

j Sales 
Dept A 
4001 

Sales 
Dept It 


1 

V 1 Amount 



l9-\ 
Jan [16. 

: 

| Ca. h c a!es 

1 ! 

6odoo 

(Column total 

adoo 

2of)f)0 


not posted) 


Cash Receipts Book 
Credits 


L F I Amount 


Accounts 

Receivable 

1120 


D scours tj 
on Sales 
8201 


l L\X 


GOOW 

{ olgmn total 

not posted) 
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The debit, to Cash (in the sales book) and the credit to Sales (in 
the cash receipts book) are not posted. The posted entries are 
therefore : 

From the cash receipts book: The debit to Cash. 

From the sales book: The credits to the two 

Sales accounts. 

The illustrations on page 410 show a sales book and a cash re- 
ceipts book after the completion of footing and posting at the end 
of the month. The bookkeeper put an X at the foot of each of the 
two columns (Cash, in the sales book, and Sales, in the cash book) 
which were not to be posted. It will be noted that the totals of these 
two columns are equal, and the bookkeeper should always be sure 
that this is the case. 

Cash purchases may be recorded in a similar manner. That is: 

The purchase book will contain a Cash credit column, the total 
of which will not be posted. 

The cash disbursements book mil contain a Purchases debit 
column, the total of which will not be posted. 

Entries for cash purchases will be made in both books, the debits 
to the departmental Purchases accounts being posted from the pur- 
chase book, and the credits to Cash being posted from the cash 
disbursements book. 

Departmental inventories in the balance sheet. In the balance 
sheet of a business with departments, the inventories may be set 
out separately, thus: 

Inventories: 

Department .4 . . § 13,000.00 

Department B . 31.000.00 

Total . ? 44. 000.00 

If there are very many departments, it is impracticable to detail 
the inventories in the balance sheet: hence they may be shown in 
total. 

Closing the books. The first step in closing the books of any 
business (whether departmentalized or not) is to make adjusting 
entries for deferred and accrued items and for reserves. The adjust- 
ing entries indicated by the working paper? on pages 404 and 405 
are as follows : 

(a) Une wired Insurance 
Insurance 

To set up the deferred rhnme of unevpired in-mr 

anee. 


'250.00 

2o0 00 
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(b) Office Salaries 90.00 

Accrued Salaries 90.00 

Unpaid salaries at the end of the year. 

(c) Accrued Interest Receivable .... 30.00 

Interest Income 30.00 

Accrued interest on notes receivable. 

(d) Bad Debts .... 420.00 

Reserve for Bad Debts ... 420.00 

To increase the reserve to o'Jo of the accounts 
receivable. 

(e) Depreciation — Delivery Equipment . . 1,000.00 

Res. for Depr. — Delivery Equipment 1,000.00 


To provide for depreciation at the rate of 2 3 'Jo per 
annum. 

The next step is to close the accounts used in determining the net 
profit on sales by departments. These accounts may all be closed 
to Profit and Loss; on the other hand, there is some advantage in 
closing them into two accounts called Selling Account — Depart- 
ment A, and Selling Account — Department B, because the ledger 
will thus show the net profit or loss on sales of each department. 
This latter method is illustrated in the following entries which close 
the books of The Randalia Company. 


Sales — Dept. .4 75,000.00 

Selling Account — Dept. A 75,000.00 

To close the Sales account. 

Selling Account — Dept. .4 400.00 

Returned Sales and Allowances — Dept. .4 400.00 

To close the Returned Sales and Allowances ac- 
count. 

Selling Account — Dept. .4.. . . 17,000.00 

Inventory — Dept. .4 17,000.00 

To close out the inventory at the beginning of 
the year. 

Selling Account — Dept. .4 00,720.00 

Purchases — Dept. .4 . . 60,000.00 

Freight In . . . . 720.00 

To clo-e the Purchases account, and to clo-e out 
the portion of Freight In applicable to Depart- 
ment .4. 

Returned Purchases and Allowances — Dept. .4 600.00 

Polling Account — Dept. .4 600.00 

To close the Returned Purchases and Allow ances 
account. 

Inventory — Dept. .4 13,000.00 

Soiling Account — Dept. .4 13,000.00 

To put the inventory at the end of the year on 
the books. 
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Sales — Dept B 

12 >,000 00 


Selling Account— Dept B 

To close the Sales account 

12500000 


Selling Account — Dept B 

900 00 


Returned Sales and Allowance. — Dept B 

To close 


900 00 

Selling Account — Dept B 

29 000 00 


Inventor} — Dept B 


29 000 00 

To close out the inventory at the beginning of 
the jear 



Selling Account — Dept B 

91,080 00 


Purchases — Dept B 


90,000 00 

Freight In 

To close the Purchases account, and to close out 
the portion of Freight In applicable to Depart- 
ment B 


1 OSOOO 

Returned Purchases and Allowances — Dept B 

850 00 


Selling Account— Dept B 

To close 


850 00 

Inventory — Dept B 

31,000 00 


Selling Account — Dept B 

To put the inventory at the end of the year on 
the books 


31,000 00 

Selling Account — Dept A 

11,875 00 


Store Rent 


2,400 00 

Advertising 


1,600 00 

Salesmen’s Salaries — Dept A 


6,000 00 

Deliver} Expense 


1,500 00 

Depreciation — Deliver} Equipment 

To close the Salesmen’s Salaries account of De- 


375 00 

portment A, and to close out the portions of 
other selling expense accounts applicable to that 
department 



Selling Account — Dept B 

16,125 00 


Store Rent 


3,600 00 

Advertising 


2,400 00 

Salesmen’s Salaries — Dept B 


7,000 00 

Delivery Expense 


2,500 00 

Depreciation — Deliver} Equipment 

To close the Salesmen’s Salaries account of De- 


625 00 

partment B, and to close out the portions of 
other selling expense accounts applicable to that 
department 



Selling Account — Dept, A (see page 413) now has a balance 

showing the net loss on sales of that department, and Selling Ac- 
count — Dept. B has a balance showing the net profit on sales of that 
department. The two accounts are closed by the following entry* 

Selling Account — Dept B 

19,745 00 

l,39o00 

Selling Account — Dept A 


Profit and Loss 

To close the Selling accounts 


18,350 00 
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Selling Account — Department A 


413 


I94S! 

Dec. 


131 

■311 

31 

1-31 

31 

131 

131' 

131' 

b 


tot'' 


RtcL S. & A. 

.1 

400 

00 D»’<* 

31 



J 

75.000 

Inv., 12/31/47 

J 

17,000 

00 

o l 

Red 

P. A A. 

J 

600 

Purchases 

J 

60,000 

00 

51 

Inv.. 

12 31 45 

J 

13,000 

Freight In 

.1 

720 

oo 

'31 

To P 

& L. 

, J 

1.39,5 

Store Rent 

1 

, 2,400 

! 00 





1 

Advertising 

J |i 

1,600, 

,0O 

1 



! ■ 


Sale* Salarie- 

< j ! 

6,000 ! 

no 

\ 



i j 


Del. Exp. 

i I 1.500 

,00 

J 





Depr — Del. E (u.p 

n 

i 375 

00- 

i 



| , 

j 


i 

| S9,995 

90] 

a 



U 

| S9.995, 


194$ ] 

Dec. 31) RtcL S. & A. 

,31’ Inv., 12/31 '47 
|31 1 Purchases 
[3lj Freight In 
ISP Store Rent 
|3l| Advertising 
|3I, Sales Salaries 
31 i Del. Exp. 

31' Depr. — Del. Equip 
oil To P. & L. 


Selling Account — Department B 
1945 


J , 

900 00 Dev- 

31 

Sales 

J , 

29, 000 00 

31 

RtcL P 

.1 

90,000 00 

31 

Inv , 12 

J ' 

l,0SO Oft 



J 

3,600 00 



J 

2,400 00 



J 

7,000 00 

4 


J 

2,300 00 



J 

62.5 00 



J : 

19,745 00 



r 

156,550 00 

* 



J ’ 125,000 00 
& -A J ’ SoO 00 

31 4S J 31.000 00 


I 


i 150,550 00 


The remaining closing entries are similar 'to tho=e illustrated in 
preceding chapters. 


Profit and Loss 

Office Salaries . 

Officers’ Salaries 
Insurance . . 

Miscellaneous General Expenses 
Bad Debts 

To close the general expense account-. 

Discount on Purchase-- 
Interest Income 

Profit and Loss . . 

To close the other income account-. 


14,620 00 

2.400 00 
10.000 Oil 
000 00 
1.200 00 
420 00 


1,200 00 

SO 00 

1,250 00 


Profit and Loss 

Diseount on Sale- 
Interest Expense 

To close the other expense account*. 

Profit 3nd Loss. . . . 

Earned Surplus . 

To transfer the ret income to Surplus. 

Earned Surplus ... 

Dividends . 

To c!o=e the Dividends account. 


1,723 00 

1,600 00 
123 00 


5,25,5 00 

3.2S5 00 


5,000 00 

5,000 00 


S g S 8 
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Following is the Profit and Loss account produced by posting 
the foregoing closing entries 


Profit and Loss 


1948 





1948 

' 


— 



Dec 

31 

Met Loss on Sales — 


1 

Dec 

31 

Net Profit on Sales 






Dept A 

J 

1,39a OC 



— Dept B 

J 

19,745 

00 



Office Salaries 

J 

2,400 0C 


31 

Disc on Purchases 

J 

1,20C 

00 


31 

Officers Salanes 

J 

10,000 00 


31 

Interest Income 

J 


00 


31 

Insurance 

J 

600 00 








31 

Misc Gen Exp 

J 

1,20000 








31 

Bad Debts 










31 

Disc on Sales 

J 

1,60000 








31 

Interest Exp 

J 

12 am 








31 

To Earned Surplus 

J 

3,2S5 OOj 












21,025 OO! 




21,025 

OO 


Net income by departments. An attempt is sometimes made to 
carry the departmental profit and loss statement to the final point 
of net income or net loss. Such a statement is illustrated on pages 
416 and 417. It is assumed that. 

(a) The bad debt losses by departments were determined by 

analyzing the accounts receivable to determine prospective 
uncollectible charges resulting from sales of Department A 
and sales of Department B. 

(b) The office salaries, officers’ salanes, and miscellaneous gen- 

eral expenses were apportioned to departments on the 
basis of sales for want of a better basis 

The discount on purchases was apportioned to the two de- 
partments in the ratio of purchases on the assumption that 
the same discount rates were offered by the sellers of mer- 
chandise for both departments and that discount oppor- 
tunities m both departments were taken advantage of 
to the same degree. 

The discount on sales was apportioned to the tw r o depart- 
ments in the ratio of sales, on the assumption that the same 
discount rate was offered to customers of both depart- 
ments, and that the customers of both departments took 
advantage of their discount opportunities to the same 
degree. 

Interest income was apportioned on the basis of sales, on the 
assumption that the interest was earned on notes received 
from customers 

Interest expense was apportioned on the basis of purchases 
on the assumption that funds were borrowed to finance 
purchases. 
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It is obvious that most of the foregoing assumptions are of 
doubtful validity and that the apportionments are subject to ques- 
tion. The computations are shown below: 


Apportionments on Basis of Sales 


Sales.. 

Per cent 

Office Salaries 

Officers’ Salaries. . . 

Miscellaneous General Expense. . 

Interest Income ... 

Discount on Sales 


Total Dept. .-I Dept. B 

$200,000.00 $75,000.00 $125,000.00 

100.0% 37.5% 02.5% 

S 2,-100.00 $ 900.00 $ 1,500.00 

10,000.00 3,750.00 0,250.00 

1.200.00 -150.00 750.00 

$0.00 30.00 50.00 

1.600.00 000.00 1,000.00 


Apportionments on Basis of Purchases 


Total Dept. .1 Dept. B 

Purchases $150,000.00 $60,00000 $ 90,000.00 

Percent 100% 40% 00% 

Discount on Purchases ... . $ 1,200.00 $ -IS0.00 $ 720.00 

Interest Expense 125.00 50.00 75.00 


(c) The insurance was apportioned to departments in the ratio 
of the average inventories on the assumption that the 
premiums were paid for insurance on the merchandise. 
(Automobile insurance was charged to Delivery Expense.) 
The computation is shown below: 


Inventories, December 31, 1917 
Inventories, December 31, 194S 

Total 

Average Inventories . . 

Fractions 

Insurance 


Total Dept. .-1 Dept. B 
$40,000.00 $17,000.00 $29,000.00 
44,000.00 13,000.00 31,000.00 

ggftOOOT O $30 ,000.00 $00,00000 
$45,000.00 $15,000.00 $30, 000.00 

;s n 

$ 000.00 $ 200.00 $ 400.00 


Significance of the statement. Because the apportionments of 
expenses are to such a large degree based on assumptions which may 
not be valid, complete reliance should not be placed on the amounts 
shown as net loss for Department A and net profit for Department B. 

Moreover, even if no assumptions had been made and all expenses 
were definitely allocated to departments, the fact that Department A 
shows a loss should not be accepted as a conclusive reason for dis- 
continuing it. The discontinuance of Department A would result 
in eliminating all the gross profit resulting from its operations, but it 
would not result in eliminating all the expenses which were charged 
to it. Before reaching any decision with respect to the advisability 
of discontinuing Department A, the management should make a 
study of the expenses and the items of miscellaneous income for the 



(Showing Net Income by Departments) 
For the Year Ended December 31, 1948 
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purpose of determining the probable reductions which would result 
from such a discontinuance. The following statement is assumed 
to be the result of such a study. 


Probable Reduction in Expenses and Miscellaneous Income Which 
Would Result from Discontinuance of Department A 



Charged 

to 

Department A 

Effect of 

Discontinuance of 
Department A 

Eliminated 

Not 

Eliminated 

Selling Expeases 




Store Rent 

5 2,400 00 


S 2,400 00 

Advertising 

1,600 00 

S 1,600 0< 


Salesmen’s Salaries 

6,000 00 

6,000 00 


Delivery Expease 

1,500 00 


1,500 00 

Depreciation — Delivery Equipment 

375 00 


375 00 

Total Selling Expenses 

Sll,87o 00 

$ 7,600 00 

8 4,27a 00 

General Expeases 




Office Salaries 

S 900 00 


$ 900 00 

Officers’ Salaries 

3,750 00 



Insurance 

200 00 

5 20000 


Miscellaneous General Expense 

450 00 

150 00 

300 00 

Bad Debts 

1 150 00 

15000 


Total General Expenses 

$ 5,4o0 00 

5 500 00 

$ 4,9aO 00 

Other Income 




Discount on Purchases 

$ 480 00 

$ 480 00 


Interest Income 

30 00 

30 00 


Total Other Income 

$ 510 00 

5 51000 


Other Expenses 




Discount on Sales 

$ GOO 00 

5 600 00 


Interest Expense 

oO 00 

50 00 


Total Other Expenses 

$ G >0 00 

S 65000 



The first column shows the items of expense and income which 
appear in the Department A columns of the profit and loss state- 
ment on pages 416 and 417. The second column shows the items 
which, in the opinion of the management, would be eliminated if 
Department A were discontinued The third column shows the 
items whichjthe management believes would be retained. The 
managements conclusions were reached as follows 

The store! rent charged to Department A would not be reduced 
because the entire space would have to be retained under the lease 
The advertising and salesmen’s salary charges could be eliminated 
The delivery Equipment and the dm er would have to be retained to 
make deliveries for Department B There is only one office em- 
ployee, and no portion of her salary could be eliminated. The 
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officers’ salaries would not be reduced. Since the merchandise in- 
ventory of Department A would be eliminated, the insurance cost 
applicable to it would be eliminated. It is estimated that one third 
of the miscellaneous general expense apportioned to Department B 
could be eliminated. With the discontinuance of sales by Depart- 
ment A, there would be no bad debt losses in that department. 
Without purchases and sales in Department *4, the sales and pur- 
chase discount would disappear, as well as the interest income on 
receivables arising from Department A sales, and the interest ex- 
pense incurred to make purchases for that department. 

The consequences of discontinuing Department A can now be 
estimated as follows: 

Estimated ESect on Net Income Which Would 
Result from Discontinuance of Department A 

Net Income of Departments A and D $3,2S5.00 

Net Income Which Would be Lost h\ 

Discontinuing Department .4. 

Income Lost: 

Gross Profit on Sales 
Other Income 
Total Income Lost 
Expense Reductions: 

Selling Expenses 
General Expenses 
Other Expenses 
Total Expense Reduction 
Net Income Lost 
Resulting Net Income 


S10.4S0.00 
510.00 
S 10,990.00 

$ 7 , 000.00 
500.00 
650 00 

S, 750.00 

2 , 210.00 
SI, 015.00 


Surprising as it may at first seem, the foregoing statement indi- 
cates that, although the departmental profit and loss statement on 
pages 41G and 417 shows that Department A's operations resulted 
in a net loss of -SG.9S5.00. the elimination of that department would 
not increase the net profit of the business as a whole $6,955.00, 
but would reduce it from S3.2S5.00 to $1,045.00. 

Contribution to overhead. Some accountants now prepare state- 
ments in which no attempt is made to show the net income, or even 
the net profit on sales, by departments. Instead, each department 
is credited with the income and charged with the expenses which, 
in the opinion of the management, would disappear if the depart- 
ment were discontinued. The excess of such income over the “di- 
rect" departmental expenses represents the contribution of the 
department to what may be called the overhead of the business 
as a whole, or nondepart mental overhead. Such a statement is 
illustrated on pages 420 and 421. 



TUB UANDALIA COMPANY 
Statement of Profit and Loss 
1 or the Year Ended December 31, 1018 
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CHAPTER 28 

Theory and Principles of Accounting 

Purpose of chapter. Some of the principles which govern ac- 
counting have been stated and discussed m the preceding chapters in 
connection with the valuation of assets and the determination of 
income, expenses, and net income Other principles, although not 
formally stated and discussed, have been implicitly recognized m the 
discussions of correct procedures It is the purpose of this chapter 
to present a brief, but comprehensn e statement of generally accepted 
fundamental principles 

“Present fairly.” Audit reports rendered by certified public 
accountants usually contain an "opinion” expressed in language 
similar to the following "In our opinion, the accompanying balance 
sheet and related statements of profit and loss and surplus present 
fairly the financial condition ol The A B Company on December 31, 
19 — , and the results of its operations for the jear ended that date, 
in accordance with generally accepted accounting principles ” 
Audit reports formerly contained a “certificate,” which usually 
was worded somewhat as follows "We herebj certify that, in our 
opinion, the accompanying balance sheet and related statements of 
profit and loss and surplus correctly reflect the financial condition 
of The A B Company on December 31, 19 — , and the results of its 
operations for the year ended that date ” 

The change in language from "correctly reflect” to "fairly re- 
flect” is a recognition that periodical balance sheets and operating 
statements can rarely be statements of absolute fact, and therefore 
cannot be regarded as “correct” in any absolute sense Usually they 
can be no more than a mixture of facts, estimates, and opinions 
Since accountants may honestly differ in matters of estimate and 
opinion, differing statements may be made and defended by different 
accountants However, all accountants should be governed by 
basic accounting principles 

Accounting principles What are these basic accounting princi- 
ples? Although the “opinions” in accountants’ reports make refer- 
ence to "generally accepted accounting principles,” no authorita- 
tive compilation or code of principles exists 

A principle is a fundamental truth, a fundamental law, or a 

422 
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fundamental assumption which forms the basis of reasoning or con- 
duct. But principles cannot be established in accounting, as they 
arc in the realm of natural sciences, by experimentation. Nor have 
they been determined, as in the law, by authoritative pronounce- 
ment, although progress in that direction is being made. The 
American Institute of Accountants has issued bulletins dealing with 
matters which may be regarded as principles, but the opinions ex- 
pressed in these bulletins are not law, nor have all of them been gen- 
erally accepted by the profession. The American Accounting Asso- 
ciation also has done commendable work in formulating statements 
of accounting standards, but the pronouncements of the Association, 
as well as those of the Institute, have not been unanimously ac- 
cepted. The Securities and Exchange Commission has issued rules 
which touch the realm of accounting principles; these are binding 
only on those persons who are subject to the authority of the Com- 
mission, but they ma} r be expected to exercise a pronounced influence 
on the practice of accounting generally. 

Although there is no formal, comprehensive, authoritative state- 
ment of accounting principles, certain tenets are of such fundamental 
importance that they are generally accepted as principles. These 
are stated and discussed in the remainder of this chapter. 

The cost basis of accounting. Cost is the generally accepted basis 
for accounting for assets and expenses. Charges to asset and expense 
accounts should generally be made on the basis of cost — or, in other 
words, on the basis of actual expenditures. 

It is a violation of the cost principle to value assets in the ac- 
counts at more than cost, because this would involve an anticipation 
of profits. Actual costs should not be surcharged with theoretical 
additions by such practices as including interest on plant assets in 
the cost of goods manufactured, recording constructed fixed assets 
in the property accounts at a theoretical purchase price in excess of 
construction cost, valuing goods in process at various stages of com- 
pletion at theoretical purchase prices, or charging operations with a 
theoretical rent on owned real estate in excess of the actual expenses 
incurred. 

It is also a violation of the cost principle to value assets at less 
than cost merely for purposes of conservatism, because the profits and 
the net worth are thereby understated. It is, of course, necessary 
to give recognition to expired costs and lost costs in determining 
asset valuations. 

The cost principle requires that assets, in general, shall be 
valued in the accounts at cost, or at cost minus the portions of cost 
which have been properly charged to operations by depreciation 
provisions or otherwise. The cost principle also requires that the 



424 THEORy AND PRINCIPLES OF ACCOUNTING [Ch 28 

charges to operations for depreciation and other asset expirations 
shall be on the basis of cost 

An expenditure need not result in the acquisition of a tangible 
asset to justify charging it to an asset account In general, it may 
be said that any expenditure for a service or other intangible which 
can reasonably be expected to benefit the business during at least 
one period bey ond the period in which the expenditure is made can 
properly be charged to an asset account, and the asset or diminish- 
ing portions thereof may properly be regarded as continuing to exist 
so long as benefits are derived from the expenditure 

The cost basis is sometimes criticized by people who believe that 
reports would be more informative if all asset values were stated at 
market replacement prices at the date of the report Market values 
of plant and other assets may be information of significance, but it 
does not follow that the cost basis of accounting should be abandoned 
in favor of an accounting procedure which would require appraisals 
and revaluations of all assets at each balance sheet date There are 
two reasons why such a procedure would not be desirable First, it 
would introduce unrealized profits and losses into the accounts 
Second, although there are many difficult problems involved in the 
determination of cost, there is more definite and objective evidence 
for the determination of costs than for the determination of market 
values market or replacement values are often matters of pure opin- 
ion, estimate, and conjecture It would seem that whatever bene- 
fits might be obtained by a periodical rev lsion of the accounts to a 
current price basis could be obtained by stating such values paren- 
thetically in the balance sheet 

Determination of asset costs The cost of an asset includes not 
only the basic or purchase price but also incidental costs such as 
the following costs of title searches and legal fees incurred in the 
acquisition of real estate transportation installation and breaking m 
costs incident to the acquisition of machinery storage, insurance, 
taxes, and other costs incurred in aging certain kinds of inventories, 
such as wine and expenditures made m the rehabilitation of a plant 
purchased m a run-down condition 

Problems anse in the determination of asset costs if sev eral dis- 
similar assets are acquired at a lump price, or if purchase discount or 
interest is involved or if payment is made otherwise than in cash 
Some of these problems are discussed in the following paragraphs 

If several kinds of assets are acquired by a cash payment at a 
lump price, the aggregate cost must be apportioned to the v anous 
assets This immediately introduces an element of opinion, and 
the effects upon current and subsequent income statements and bal 
ance sheets should be recognized Thus, if land, buildings, and 
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merchandise are acquired at a lump price, the apportionment of the 
cost affects the computation of merchandising profit during a rela- 
tively short period, the building depreciation charges during a rela- 
tively long period, and any gains or losses which may result from a 
disposal of the fixed assets. 

Although it is customary to show cash discounts on merchandise 
purchases as income, this procedure is coming to be recognized as a 
violation of the cost principle. A cash discount of 1% for payment 
within 10 days is equivalent to an interest rate of about 3G^c per 
year ; this rate is so high that purchase discounts cannot reasonably 
be regarded as income for the use of money; moreover, a profit can- 
not be made on a purchase. TYhen cash discounts on merchandise 
purchases are treated in the operating statement as income rather 
than as a deduction from the merchandise cost, the procedure is a 
•notation of the cost principle: it is sanctioned partly because of cus- 
tom and partly because of the difficulty of applying discounts as a 
reduction of purchase costs for purposes of inventory valuations. 
(The discount would have to be applied to each item in each invoice, 
to obtain the net price; and net prices, if accurately stated, would 
run into fractions of cents — for instance, the net price of an article 
purchased for $4.35, subject to a 1 % cash discount, would be 
$4.3065.) But no such practical objection can be raised against 
applying cash discounts as a reduction in the cost of a fixed asset, 
and fixed assets should therefore be charged to the accounts at their 
net cost. 

If time intervenes between the date of purchase and the date of 
payment and an interest charge is incurred, the interest should be 
recorded as an expense and not as an addition to the cost of the asset. 

If time intervenes between the date of purchase and the date of 
payment (or dates of installment payments) and no interest is men- 
tioned, a part of the total payment may really be in the nature of 
interest. However, it usually is considered impracticable to attempt 
to give recognition to it; to do so would necessitate the adoption of 
an arbitrary interest rate, and business management is disposed, 
particularly in matters of minor consequence, to be more influenced 
by practical considerations than by accounting principles. 

If assets are acquired by issuance of stocks or bonds, the price at 
which the securities could have been sold for cash is the true cost of 
the assets. For instance, if land was acquired by issuance of 
$50,000.00 par value of bonds which could have been sold for 
$55,000.00 cash, the entry to record the transaction should be: 

Laud... . . 55,000.00 

Bond.- Payable. . . - 50.000.00 

Premium on Uon'P. . 5,000.00 



426 THEORY AND PRINCIPLES OF ACCOUNTING [Ch 28 

If the cash v alue of the securities at the date of issuance cannot be 
determined, the price at which the asset could have been acquired 
for cash is an acceptable measure of cost 

The determination of the cost of an asset acquired m a transac 
tion m which some other non cash as^et is part or all of the considera- 
tion ma\ r present difficulties For instance, assume that a machine 
is purchased at a price of $1,500 00, that SI, 000 00 is paid in cash, 
and that the seller accepts, as the remainder of the price, an old ma- 
chine which is earned at a depreciated cost of $400 00 and which 
could ha\e been sold for $250 00 Did the new machine cost 
$1,500 00 (the nominal cost), or $1,400 00 (the sum of the cash and 
the undepreciated cost of the old machine), or $1,250 00 (the sum of 
the cash and the cash value of the old machine) ? From a theoreti- 
cal standpoint, $1,250 00 appears most truly to represent cost be- 
cause it is the sum of cash and cash equivalent A $1,500 00 cost 
appears to be the least supportable because it mvoh es the taking of 
a profit of $100 00, this profit,” although nominally arising from 
the disposal of the old asset, js so related to the purchase transaction 
that its realization is debatable A SI, 400 00 cost has some theo- 
retical justification since it is, in a sense, cost on a going concern 
basis, that is, it is a valuation which includes an unexpired old plant 
cost plus an additional cost 

Asset and expense expenditures Expenditures chargeable to 
asset accounts and those chargeable to expense accounts should be care- 
fully distinguished 

In a broad sense it may be said that most expenditures, at the 
moment they are made, are expenditures for assets, since they result 
in the acquisition of something of value Therefore, it might be 
theoretically correct to charge most, if not all, expenditures to asset 
accounts and to write off these assets as expenses of the period or 
periods benefited But since, at the time of making some expendi- 
tures (such as the paj ment of a month s rent on the first day of the 
month), it is known that the benefit to be derived will not extend 
beyond the current accounting period, it is convenient to charge such 
expenditures immediately to expense In general, it may be said 
that an expenditure may be charged to an expense account if it is 
not expected to benefit any accounting period beyond the one m 
which it is made, and that an expenditure may be charged to an 
asset account if it is expected to benefit at least one future period 
But this statement is subject to exceptions For instance, if a tire 
is replaced on a truck, the cost presumably would be charged to ex- 
pense, because it is a minor replacement and a similar preceding cost 
remains in the asset account 

Problems of distinguishing properly between expenditures 
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chargeable to asset accounts and expenditures chargeable to expense 
accounts arise most frequently in connection with fixed assets. 
Some of these problems were discussed in the chapter on fixed assets, 
under the caption “Capital and revenue expenditures.” 

Departures from the cost basis. Although cost is the generally 
accepted basis for accounting for assets and expenses, other bases are 
sometimes preferable or acceptable. 

The gross amount of accounts receivable can scarcely be said to 
represent their cost, because of the profit element in the selling price 
of the merchandise for which the receivables were obtained. More- 
over, the estimated realizable value of the receivables is the only 
significant basis for their valuation, and they are, therefore, properly 
valued at the gross amount less the reserve for losses. 

Valuations of other current assets, such as inventories and tem- 
porarv investments in marketable securities, at market values which 
are less than cost are generally recognized as desirable departures 
from the cost basis. Or perhaps it might be more precise to say that 
the reduction from cost to market is a recognition of lost costs. 

Cost transformations and expirations. Cost transformations and 
cost expirations must be differentiated. During a period of operations, 
some costs will be transformed and others will expire: those which 
are transformed will remain as assets, although their nature will have 
changed; those which have expired should be charged to income or 
surplus. 

Costs are transformed by the process of production. Manufac- 
turing costs are incurred initially for materials, labor, and overhead; 
by the transformations of the manufacturing process, these costs be- 
come merged into goods in process and finished goods. 

Costs expire as a result of utilization; for instance, the cost of 
postage stamps expires when the stamps arc used. Although utiliza- 
tion is a cause of cost expiration, it should be clearly understood that 
utilization does not always result in an expiration of cost. For 
instance, the cost of gasoline used in an engine which furnishes power 
for a factory becomes transformed into the cost of the finished goods; 
the cost, of gasoline consumed in the motor of a truck used to de- 
liver sold goods is an expired cost. Similarly, the rent of a factor y 
building for a month becomes a transformed cost at the end of the 
month; the rent of a sales room becomes an expired cost. 

Costs are regarded as lost if they disappear without utilization; 
for instance, the cost of stolen merchandise is a lost cost. 

Allocation of costs. In the allocation of costs no special favors 
or cost exemptions should be granted. 

One application of this principle was mentioned in Chapter 26 
in the discussion of the propriety of including a charge for rnunu- 
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factunng expenses m the cost of fixed assets constructed Unless 
constructed fixed assets are charged with a proper portion of manu- 
facturing expenses, a special favor or cost exemption is granted to 
the fixed assets 

Because of the labor and difficulties im olved in the determina- 
tion of material, labor and ov erhead co«ts of by products they are 
sometimes charged with only material costs, and sometimes with no 
costs at all This may be a case where departure from an accounting 
principle must be permitted because of the difficult} of obtammg 
the information which would be required to comply with the principle 
Because a certain company e operations were seasonal, its plant 
was comparatively idle for several months during the year To 
keep its plant busy during this period the company accepted an 
order for a special product at a pnce which included the costs of ma 
terial and direct labor (but no ov erhead) and a profit ” The 
management instructed its accountant to charge all the manufac- 
turing expense for the y ear to the regular products and none to the 
special product, defending this procedure on the ground that no addi 
tional overhead was incurred because of the manufacture of the 
special product Although the profits of the business as a whole 
presumably were increased bv the manufacture and sale of the 
special product, a cost exemption was granted to the special product 
at the expense of the regular product As a consequence, the profit 
on the regular product was understated and a profit on the special 
product was shown although a loss probably was meurred That 
the total profits of a business can be increased by selling goods at a 
loss may at first seem anomalous but it is obvious that over all 
profits may be increased by the manufacture and sale (if without 
interference with the other activities of a business) of a product at a 
price sufficient to cov er material and labor and a portion of ov erhead 
which otherwise would have to be charged to other products 
Management may, therefore, regard such sales as good business 
policy, but they should not expect accountants to misstate the costs 
of, and profits on, the various products 

Cost expirations and residues All costs ex-pxred during a period 
should be charged against the income for the period {or perhaps, in 
special instances, against earned surplus), and provision should be 
made for future costs applicable to current income 

The balance sheet and income statement will not present fairly 
the financial condition of a business and the results of operations 
unless a proper differentiation is made between costs which have ex- 
pired and those which remain as assets 

In determining the amounts of cost expirations and cost residues, 
accountants attack the problem from two directions 
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(a) Bj r making decisions as to asset expirations and accepting 

the remainder as asset residues. 

This is the procedure normally applied to fixed asset and 
expense prepayment costs. The provisions for deprecia- 
tion, depletion, amortization, and expense prepayment 
write-offs are intended to apportion costs ratably over the 
periods benefited: the resulting asset net valuations are 
considered acceptable for balance sheet purposes because 
they represent unexpired cost, or value in use, there being 
no need that the asset residue shown by the balance sheet 
should represent a realizable value. 

(b) By making decisions as to asset residues and accepting the 

remainders as asset expirations. 

This is the theoretically correct procedure to be applied to 
current assets because, with respect to such assets, em- 
phasis should be placed upon realization rather than upon 
use. For this reason accountants apportion total mer- 
chandise costs between residues and expirations by placing 
a conservative valuation on the inventory and regarding 
the excess of the total merchandise cost over the inventory 
valuation as the asset expiration. 

The determination of the amounts of expired costs and cost resi- 
dues should be made with the purpose of absorbing costs over the 
periods benefited (in the case of fixed assets and expense prepay- 
ments) or valuing assets on a realization basis (in the case of current 
assets). Therefore, the amounts recorded as expirations should not 
be determined by any consideration of the effect upon profits, or of 
the amount of “profits” available for reserve provisions. Deprecia- 
tion should be recognized as a cost expiration for which provision 
must be made regardless of whether operations for the period are 
profitable or unprofitable. Costs of tangible assets, intangible 
assets, and expense prepayments which will be of no benefit to future 
periods should be written oil, or written down to realizable values, 
and should not be carried along in the accounts for subsequent 
write-offs: the expired or lost costs should be immediately recog- 
nized. 

Companies sometimes sell their products with agreements to 
provide sendee for a period of time without cost to the purchaser: 
goods are sold with guarantees; a lessee may agree to return the 
leased property to the lessor at the end of the lease period in the con- 
dition in which it existed at the beginning of the lease: premium 
coupons redeemable in merchandise are issued. As a result of these 
and similar transactions and contracts, income may be received in 
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one period and costs applicable thereto may be incurred m subse 
quent periods Provisions for such future costs should be made by 
setting up resen es by charges to operations in the period in which the 
revenue is received 

Revenue, realized revenue and income The terminology of 
accounting is not crystallized and precise Such terms as revenue, 
income and profit are u«ed by some accountants as synonyms and 
by others as having different meanings 

We shall consider reienue to be an inflow of assets but it must be 
recognized that there are inflows of assets which are not revenue 
Obviously an inflow of capital funds from stockholders is not 
revenue to a corporation nor should a business regard as revenue an 
inflow of assets which is offset by an increase m liabilities Rev enue 
consists of an inflow of assets in the form of cash receivables, or other 
property from customers and clients and is related to the disposal 
of goods or the rendering of serv ices 

Rev enues mav be realized or unrealized that is to say, the inflow 
of assets may be earned or unearned Realized revenues represent 
earnings which may properly be credited to Profit and Loss un- 
realized revenues should be recorded by some procedure such as 
setting up deferred credit accounts Realized revenues are some 
times called gross income 

Income is realized revenue resulting from sales or services 

If income is earned by selling merchandise it is called profit 
The term profit is not properly applied to income derived from the 
rendering of services 

When is revenue realized 7 Revenues should not be regarded as 
earned until an asset increment has been realized, or until its realization 
28 reasonably assured 

When is an as°et increment realized 7 The realization of rev enue 
customarily involves a long senes of activities the purchase of ma- 
tenals the fabrication of product the sale of the product and some- 
times the subsequent rendenng of service or the fulfilment of guar 
antees All these activities are conducted foi the purpose of making 
a profit At what point in the senes should the revenue he regarded 
as earned or realized 7 

The point of sale is the step m the senes of activities at which the 
revenue generally is regarded as realized This point has been gen 
erally adopted because (1) it is the point at which a conversion takes 
place (merchandise is exchanged for cash or a receivable), and (2) it 
is the point at which the amount of the rev enue is determinable from 
a sale pnee 

But rev enues are sometimes regarded as earned before a sale is 
completed, if the realization of an asset increment is reasonably 
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assured. For instance, if goods are manufactured under a cost-plus 
contract and the amounts of revenue applicable to completed por- 
tions of the contract are determinable, realization of revenue may 
be reasonably assured even though delivery and transfer of title 
have not been made. The taking up of profits on fixed-price con- 
tracts in process is of doubtful propriety, because completion costs 
usually cannot be estimated with accuracy: therefore, there is no 
certainty regarding an ultimate profit. In other words, an asset 
increment is not reasonably assured. 

On the other hand, revenues may not be regarded as earned until 
some time after the date of sale. Wien merchandise is sold on ac- 
count, the hazards of collection are increased if payments are to be 
made in installments; therefore, the taking of profits may be de- 
ferred until collections are received. For instance, if goods which 
cost $100.00 are sold for $150.00, payable in ten installments of 
$15.00, the installment sales basis of taking up profits may be 
adopted; no profit is regarded as earned at the date of sale: the 
entire $50.00 difference between cost and selling price is credited to a 
deferred profit, account; since two thirds of the selling price is a re- 
turn of cost and one third is prospective profit, each $15.00 install- 
ment collection is regarded as $10.00 return of cost and $5.00 profit: 
therefore, when each installment is collected $5.00 is regarded as 
realized revenue to be transferred from the deferred profit account to 
an earned profit account. 

When should revenues from sendees be regarded as realized? 
The theoretically correct answer seems to be: in the period in which 
the services are rendered. However, practical considerations may 
lead to a postponement of the taking up of income. The rendering 
of the service may extend over more than one period and the amount 
to be charged for the entire sendee may not be determinable until 
completion; therefore, the revenue applicable to services rendered 
during periods prior to completion cannot be known. 

Unrealized appreciation. The accounting principle that rev- 
enues should not be regarded as earned until an asset increment has 
been realized, or until its realization is reasonably assured, is violated 
if unrealized appreciation is regarded as revenue. 

Lot us assume that a company purchases marketable securities 
for $50,000.00 and that, at the end of the accounting period, these 
securities have a market value of $00,000.00. Has $10,000.00 of 
revenue been realized? No. The securities have not been sold, and 
the market price may decline before they are sold; therefore, no 
as*et increment has been realized and there is no reasonable assur- 
ance that an increment will be realized. 

Profits and savings. A sating, but not a profit, results from 



432 THEORY AND PRINCIPLES OF ACCOUNTING [Cfc 28 

manufacturing a thing at a coat less than the price at which it could 
hav e been purchased To regard such savings as profits is a viola 
tion of the accounting principle relative to the realization of asset 
increments 

Companies which construct fixed assets for their own use at a 
cost less than the market purchase price sometimes desire to record 
the fixed assets at the theoretical purchase price and take up a profit 
The manufacture of fixed assets may increase the future profits bv 
reducing their costs and the future depreciation charges but a 
present saving with a prospect of increased future profits should 
not be confused with a realized profit 

Ultimate profits on sales of merchandise may be increased bj 
manufacturing the goods instead of purchasing them but no profit 
should be regarded as realized until the goods are sold 

Conservatism Conservatism, although desirable, ts not a justifi 
cation for the understatement of net worth and the misstatement of net 
income 

Accountants believe that the balance sheet should present a 
conservative picture of the financial condition of a business that 
the profit and loss statement should present a conserv ativ e picture 
of the earnings and that, when matters of opinion or estimate are 
involved it is commendable in instances of doubt, to understate the 
net worth and the net income rather than to ov erstate them 

The emphasis on conserv atism doubtless arose from the fact that, 
in the early days of the dev elopment of public accounting practice, 
the owners of a business were active in its management and were in 
formed about its affairs therefore the «en ices of public accountants 
were principally required for the preparation of reports for bankers 
and other grantors of short term credit Grantors of credit were 
primarily interested in the margin of security for their loans they 
were naturally disposed to regard balance sheet conservatism as a 
safeguard and hence a basic virtue and it was natural that public 
accountants should be influenced by their attitude 

Conservatism is still regarded as a virtue, it may even be re- 
garded as justifying a departure from procedures which coufd be de- 
fended from the standpoint of good accounting theory For in 
stance, m the preceding discussion of principles applicable to the 
recording of costs, it was pointed out that any expenditure for a 
service which can reasonably be expected to benefit the business 
during more than one period can properly be charged to an asset 
account, and the asset, or diminishing portions thereof may properl} 
be regarded as continuing to exist so long as benefits are to be de 
rived from the expenditure This is sound accounting theory But 
suppose that large expenditures are made for an advertising cam. 
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paign, the benefits of which may be expected to extend beyond the 
period in which the expenditures are made. It might be theoreti- 
cally correct to earn' forward part of the cost as a deferred charge: 
but, because of the practical difficult}' of determining the portion of 
the cost which could properly be deferred, most accountants prob- 
ably would feel that they would be justified, on the ground of con- 
servatism, in deferring no portion of the cost. 

Although conservatism is <=till regarded as commendable, there is 
a growing tendency to question the time-honored beliefs that bal- 
ance sheet conservatism outweighs ail other considerations, that a 
conservative balance sheet is a good balance sheet for all purposes, 
and that balance sheet conservatism automatically produces a proper 
statement of operations. These beliefs are now being subjected to 
critical reconsideration for three reasons: 

First, it is recognized that, with the increase in the number ot 
stockholders who are not active in the management, accounting re- 
ports must serve the requirements of investors as well as short-term 
creditors, and that ultraconservatism may be prejudicial to the in- 
terests of stockholders or the holders of other securities who, having 
been led to believe that the company in which they have made in- 
vestments is less prosperous than it really is, may sell their securities 
for less than the}' are really worth. 

Second, a plea of conservatism will not justify an understatement 
of income that results in an avoidance or evasion of income taxes. 

Third, accountants are becoming increasingly aware that ad- 
herence to the doctrine of balance sheet conservatism may result in 
income statements which are: 

(a) Incorrect. 

It may be conservative from the balance sheet standpoint to 
charge operations with fixed asset expenditures which 
would more properly be capitalized, or provide excessive 
reserves for depreciation and bad debts, but the net income 
is misstated. 

(b) And sometimes unconservative. 

For instance, some accountants have advocated writing ofi 
bond discount, by charge to Earned Surplus, during the 
period in which the bonds were issued, in order to clear the 
balance sheet of a deferred charge which has no realizable 
value. But the effect is to relieve the income statements 
of all periods throughout the life of the bonds of charges 
for an element of interest cost: as a result, the net income 
is overstated and the income statements are uncon- 
servative. 
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Conservatism can scarcely be regarded as a virtue if, as its con- 
sequence, the balance sheet and income statement do not “present 
fairly ” the financial condition and the results of operations 

Consistency Departures from consistency should be disclosed 

Changes in accounting procedures and valuation bases may hav e 
a material effect on balance sheets and income statements For 
instance assume that a company which has valued its inventories at 
cost decides to change to the more conservative basis of cost or 
market, whichever is lower the change m basis may cause a mate- 
rial reduction in the stated profit for the period m which the change 
is made Or a company which has regularly charged operations with 
a prov i^ion for bad debt losses may find that the reserv e accumulated 
from pnor provisions is adequate and that no provision for the 
current period need be made Although these two inconsistencies 
may be justifiable from the standpoint of accounting principles, the 
nature and amount of their effect upon the statements should be 
disclosed 

Companies have been known to indulge m inconsistencies with 
the deliberate purpose of producing a desired effect upon the balance 
sheet and the income statement Unless the newly adopted pro- 
cedures or valuation bases are in accordance with accounting pnn 
ciples mere disclosure is insufficient 

Basis of accounts Accounts and statements should gue expres 
sion, so far as possible, to facts evidenced by completed transactions and 
supportable by objective data 

For purposes of discussion, the statement of this principle may be 
divided into three elements 

(1) by completed transactions 

For instance, as already pointed out, merchandising profits 
are not normally regarded as earned until the realization of 
revenue is evidenced by the completed transaction of a 
sale 

(2) “supportable by objective data’ 

T or instance, the selling price shown by the mv oice is objec- 
tive data supporting the computation to the profit 

(3) “so far as possible” 

Many accounting entries, such as those providing for depre 
ciation, bad debts, and contingencies, cannot be evidenced 
by completed transactions nor wholly supported by objec- 
ts e data but must necessarily be based on estimates 

It should also be pointed out that, in some instances, man- 
agerial policy may necessarily determine the selection of 
objective data For instance, an inv entoiy may be valued 
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at cost; purchase costs may be supportable by the objec- 
tive data of invoices; but if purchases have been made at 
different prices, a selection of prices must be made by the 
adoption of the first-in first-out. last-in first-out. or some 
other method. The choice of method thus determines the 
selection of the objective data used in the computation of 
inventory cost. 

Truth and disclosure. Statements should be truthful and should 
make full disclosure of significant information. 

It can be assumed that no reputable accountant would issue a 
statement which contains a deliberate untruth. Vilien it is remem- 
bered that public accountants are engaged to make an independent 
and unbiased report on the affairs of a business for the information of 
third parties, it will be recognized that truthfulness embraces telling 
the whole truth as well as refraining from telling untruths. It is the 
accountant’s obligation to disclose not only such matters as con- 
tingent. liabilities and the pledging of assets as security to debts, but 
all facts which, if not reported, might make the statements mis- 
leading. 

The latitude of a profession. As stated at the beginning of this 
chapter, there is no comprehensive code of accounting principles 
extending to the ramifications of procedural details. And it prob- 
ably is not desirable that accounting procedures should be reduced 
to a rigid uniformity by any detailed statement of rules. Account- 
ing must meet the varying requirements of different businesses 
•operating under differing conditions, making proper choices between 
■different procedures which are equally right for their various pur- 
poses, and must be unfettered and prepared to adjust itself to 
■changes in the economic system. It seems desirable, therefore, that 
members of the accounting profession, like those of other professions, 
.should exercise individual judgment and initiative within the frame- 
work of general principles. 



CHAPTER 29 

Manufacturing Cost Controls 

Perpetual Inventories 

Under the method of accounting for manufacturing concerns 
described in Chapter 22, it is necessary to take physical inventories 
before the statements can be prepared Because of the labor in- 
voked m t akin g these physical inventories, it may be imprac- 
ticable, under this method, to prepare statements more frequently 
than once a jear The following pages contam a description of 
methods of keeping perpetual inventories 

Raw Materials 

Materials purchased Let us assume that a company, at the 
beginning of its operations, purchased the following materials 500 
units of Material A at $4 00 per unit, and 1,500 units of Material B 
at $2 00 per unit 

The perpetual inventory of raw materials will contain a page or 
a card for each kind of material After the invoice has been recorded 
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in the voucher register, it may be used by the perpetual inventory 
clerk to make entries on the cards as shown on page 436. 

Materials used. Materials should not be taken from the store- 
room for use in the factory without a written order, called a requisi- 
tion, which must be approved by some person in authority. Let us 
assume that the two following material requisitions were issued in 
February: 



The unit costs and the extended amounts were entered on the 
requisitions by the perpetual inventory clerk. 

The material items shown by these requisitions were entered by 
the inventory clerk in the Out columns of the raw materials perpetual 
inventor.' records, and the balances were computed and entered on 
the cards by the perpetuei inventory clerk, as shown on page 43S. 

The balances on these perpetual inventor- cards show that the 
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In 
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19 
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3 

5 

ie 

1 500 

700 
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1 500 

800 

700 

2 

rc 

3 000 

00 
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00 

D 

3 000 

1,600 
1 400 

00 

00 

00 
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raw materials on hand consist of Material A, $600 00, Material B, 
$1,400 00, total $2,000 00 


Goods in Process 

Production orders The perpetual m\ entorv of goods in process 
is kept on sheets called production orders A production order is 
kept for each job or kind of product going through the factorj 
Let us assume that the company whose raw material inventory 
records hav e already been illustrated worked on two products during 
February Product X and Product Y Product X was started 
first, and is represented bj production order 1 Product Y is repre 
sented by production order 2 The method of recording the mate- 
rial, labor, and overhead costs on these production orders is explained 
in the following paragraphs 

Raw materials The cost of materials used is shown by the 
material requisitions Copies of the requisitions are gi\ en to cost 
clerks for entry on the production orders 

Requisition Number 1 (page 437) shows that materials costing 
$2,200 00 were taken from stock on February 5, for use on 
production order 1 This amount was entered in the Raw 
Materials column of production order 1 (page 439) 
Requisition Number 2 shows that materials costing $800 00 were 
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taken from stock on Februan' 1G, for use on production order 2. 
See entry on production order 2. 



Direct labor. Each factory workman keeps a record of the time 
spent on each production order, by punching time cards. He uses 
a separate card each day for each production order on which he is 
engaged. 'When the card is turned in at the office, it shows the 
workman’s number, the production order number, and the time 
worked. Clerks enter the hourly wage rate and compute the total 
labor cost. Following are two cards turned in by one workman. 
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These cards are used in making up the payroll, since they show 
the total time and wages of each employee The cards of all work- 
men are then sorted according to the production order numbers, and 
a s umm ary is prepared showing the total direct labor cost applicable 
to each production order The direct labor cost incurred dunng 
February on each production order is shown by the summary 
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Production order 1 was charged with §1,000.00 and $200.00 of 
direct labor. 

Production order 2 was charged with SS00.00 of direct labor. 

Manufacturing expense, or overhead. The material and labor 
costs applicable to each production order can be definitely deter- 
mined by the methods just explained. Overhead expenses must be 
estimated. This may be done as follows: If, in the past, the annual 
manufacturing expense has been about 50% of the annual direct 
labor cost, it may be assumed that this ratio will continue. There- 
fore, when the labor cost is entered on the production orders, the 
manufacturing expense may be estimated as 50% of the labor cost. 

It is assumed that 50% is a fair overhead rate for the concern 
under illustration. Therefore, the cost clerk, after entering the 
direct labor cost on the production orders, also entered overhead 
charges equal to 50% of the direct labor costs, as shown below: 
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Date Comnletcd 
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Production Order 

Date Comnletcd. 
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Date 
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Direct Labor 
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16 

26 
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00 
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CO 
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Product A' has been completed, and the production order has 
been removed from the work in process binder. Product Y is the 
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only order in process at the end of February, production order 2 
shows the total cost of work in process— $2,000 00. 

Finished Goods 

Completed production orders. After Product X (see production 
order 1) was completed, the production order was summarized to 
determine the total cost and the unit cost, as shown below: 



This production order furnished the information for the follow- 
ing entry on the perpetual inventory card for Product X: 
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Finished goods sold. On February 27, a sale of 500 units of 
Product X was made. The carbon copy of the invoice is provided 
with a Cost column at the right of the Selling Price column. This 
carbon is sent to the inventory clerk, who performs the following 
operations : 

(1) Looks up the unit price on the finished goods inventory card. 

(2) Computes the total cost of the goods sold and enters this cost 

in the Cost column of the carbon of the invoice, thus: 


(Heading of the Invoice) 

Number 

Description 

Unit Price 

Amount 

Cost 

500 

Article X 

7 

00 

5 , 500 

00 

2,500 

00 


(3) Makes entries in the Out columns of the inventory card, 

showing the number and the cost of the articles sold, and 
computes the new quantity and cost balances. (See 
below.) 

(4) Sends the carbon of the invoice back to the office for entry 

in the sales book. 


The inventory card for Product X now appears as follows: 


Product A 

Date 

Quantity 

■ 

Cost 

In 

Out 

Balance 

In 

j Out 

| Balance 

- o 

7eb. 

20 

27 

600 

5C0 

SOO 

500 

5 

OC 

4,000 

00 

2,500 

00 

4 , 000 

00 

OC 


Since Product X is the only article of finished goods on hand, this 
one card shows the total cost of the finished goods inventory at the 
end of February — $1,500.00. 


Inventory Controlling Accounts 

The raw material inventory cards show the units and costs of 
raw materials on hand: the production orders show the units and 
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accumulated costs of goods m process, the finished goods inventory 
cards show the units and costs of finished goods on hand 

I 11 a large busmess there may be thousands of these inventory 
cards and production orders, and the preparation of monthly state- 
ments will be greatly facilitated if the following controlling accounts 
are kept in the general ledger 

Raw Materials — with a balance equal to the sum of all the bal- 
ances on the raw material mv entory cards 

Goods in Process — with a balance equal to the sum of all the bal- 
ances on the production orders for goods 
still in process 

Finished Goods — with a balance equal to the sum of all the bal- 
ances on the finished goods inventory cards 

Such controlling accounts not only facilitate the preparation of 
the monthly profit and loss statements and balance sheets but also 
serve as checks upon the accuracy of the subsidiary perpetual 
inventory records of raw materials goods in process, and finished 
goods 

We shall now see how such accounts can be produced For 
purposes of illustration, we shall begin with expenditures for mate 
rial, labor, and ov erhead, and trace the flow of these costs through 
goods in process into finished goods The illustration will be based 
on the same assumed facts as those used on the preceding pages m 
illustrating the perpetual inventory records 

Material, labor, and overhead accounts Assume that the 
expenditures during February for material labor, and manufacturing 
expense® were 

(a) Raw materials $5 000 00 

(b) Direct labor 2 000 00 

(c) Manufacturing expenses 

Indirect labor $o00 00 

Factory supplies 300 00 

Power 220 00 1 020 00 

These expenditures are recorded exactly as they were under the 
method of accounting described in Chapter 22, with one exception 
one Raw Materials account is used instead of a Raw Materials 
Purchases account and a Raw Materials Inventory account The 
accounts showing charges for these costs appear below 

Manufacturing Expense 

Raw Materials Direct Labor (Control) 

(a)Cost 50001 “ (b)Paid 2 0001 (cj 10201 ” 
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Raw materials used. The raw materials taken from stock for 
use in the factors' are shown by the material requisitions. (See 
illustrative requisitions on page 437.) These requisitions should he 
listed in a requisition register, as follows: 


Requisition Register 


Date 

Requisition No. 

Amount 

19-- 





Feb. 

5 

1 

2,000 

00 


16 

2 

800 

00 




3 , 000 

00 

U-"- — ' - — ^ 


The requisition register is footed at the end of the month, and 
the following journal entry is made: 

(d) Goods in Procew 3,000.00 

Kan - Materials . . 3,000.00 

To transfer the cost of raw materials used during 
the month out of the Haw Materials account, 
and into Goods in Process 

Direct labor spent on goods in process. The production order 
direct labor cost summary (see page 440) shows the amount of direct 
labor charged to each production order. The totals of the summary 
show that 82,000.00 of direct labor was charged to the production 
orders during the month. Therefore, at the end of the month, the 
following journal entry is made transferring the labor cost shown in' 
the summary into the Goods in Process account : 

(e) Goods in Process 2,000.00 

Direct I,abor. . ... 2,000.00 

To charge Goods in Process with the total direct 
labor cost entered on the production orders. 

Manufacturing expenses charged to goods in process. This 
company is using an overhead rate of nO^; that is. the estimated 
overhead charged to each production order is 50 r j- of the direct labor. 
Since $2,000.00 of direct labor was charged to the production orders, 
the total overhead charge was 81.000.00. This amount is charged 
into Goods in Process by the following journal entry: 

(0 Goods in Process . 1,000 CXI 

Manufacturing Expense Applied. 1. 000.00 

To charge Goods in Process with the total over- 
head applied to the production order* 
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Ledger accounts after transferring costs into goods m process 
After the material labor, and overhead costs for the month are 
transferred to the Goods in Process account, the accounts affected 
contain the following a mounts 


Raw Materials 
(a)Cost 5 000|(d)Used3000 


Manufacturing Expense 
Direct Labor (Control) 

(b)Paid 2 0001 (ej Used 2 000 (c) 1020] 


Manufacturing 
Expense Applied 

p) 1000 

The Raw Materials account has a debit balance of $2 000 00, 
representing the cost of all ran materials on hand at the end of 
February The costs of the individual items of raw material are 
shown by the perpetual inventory cards (see page 438) Material A, 
$600 00 Material B $1,400 00 

The Direct Labor account has no balance All the direct labor 
has been applied to the cost of goods in process 

The Manufacturing Expense account has a debit balance of 
$1 020 00 the Manufacturing Expense Applied account has a 
credit balance of $1 000 00 Twenty dollars of expense has not been 
applied because of a slight error m the estimated burden rate of 50% 
Methods of disposing of this $20 00 are discussed on page 448 
The following account (produced by posting the three journal 
entries illustrated) shows the total material labor, and overhead 
charged to production during the month 
Goods m Process 

(d) Raw materials 3 000 00. 

(e) Direct labor 2 000 00i 

(f) Manufacturing expense 1 000 00| 

Cost of goods finished When goods are finished the production 
order is summarized (see production order No l page 442) and 
taken from the goods in process binder The total cost is entered 
m a register of completed production orders thus 


Register of Completed Production Orders 


Date 

Production 

Order Number 

Total Cost 

19 

Feb 

L 

1 

4 000 

3 
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At the end of the month, the register is totaled, and the cost of 
goods finished during the month is transferred out of Goods in 
Process into Finished Goods by the following journal entry: 

(g) Finished Goods ... 4,000.00 

Goods in Process . -5.000.00 

Total cost of goods completed during the month. 

After this entry is posted, the two accounts affected contain the 
following amounts: 


Goods in Process ' . 

(d) Ran- materials 3,000.00 <g) Finished goods -1,000.00 

(c) Direct labor 2,000.00' 

(f) Manufacturing expense 1,000.00[ 

Finished Goods 

(g) Manufactured 4,000.00! 

The Goods in Process account has a debit balance of 82,000.00, 
representing the cost of goods in process at the end of February. 
Details are shown on production order 2, which is the only order in 
process at the end of the month. 

Cost of goods sold. As shown on page 443, the carbons of the 
invoices are provided with a column in which a clerk enters the cost 
of the goods sold. Invoices are recorded in the manner shown in 
the following sales book: 


Sales Book 


Date 

Name 

Invoice 

Number 




]_o__ 

Feb . 

27 

Henderson & Riley 

1 

i 

5 , 5CC 


! 

1 2 , 500 

00 


^ 



(1120- 

4001) 

^ 

(4002- 

1151) 


At the end of the month the two columns are totaled, and the 
totals are posted as follows: 


Total of Felling Price column: 

(h) Debit Accounts Receivable controlling account (1120) 
Credit Sales 1,4001) 

Total of Cost column: 

til Debit Cost of Sales (4002) 

Credit Finished Goods (1151) 
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The accounts affected (except Accounts Recenable) will contain 
the following amounts 

Finished Goods (1161) 

(g) Manufactured 4 00003(0 Sold 250000 

The debit balance of this account shows the cost of finished 
goods still on hand Details arc shown on the finished goods per 
petual 1 m entory cards 

(4001) 
3 50000 

Cost of Sales (4002) 

(Ij 250000 

The difference between the debit balance in the Cost of Sales 
account, and the credit balance in the Sales account, is the gross 
profit for the month Thus, the gross profit on sales can be deter- 
mined from the books without taking physical inventories 
S ummar y 

The entries in the general ledger cost control accounts and the 
sub'idiarj records under this system of accounting are summarized 
on pages 449 and 450, and the methods of accounting described in 
Chapter 22 and in this chapter are compared on page 451 

Underabsorbed and Overabsorbed Burden 

To illustrate the t anous methods of dealing with underabsorbed 
and o\erab»orbed manufacturing expense let us assume that the 
manufacturing expense accounts at the end of the year ha\e the 
following balances 

Manufacturing Expense (Control) SI 1 000 00 

Manufacturing Expense Applied $10 500 00 

The actual expenses were $11 000 00 the amount applied to the 
production orders was only S10 500 00 

The , '500 00 balance of unabsorbed burden may be treated m 
se\ eral way s, as follows 

(1) Theoretically, it should be apportioned to finished goods sold, 
finished goods on hand, and goods in process by a journal 
entry similar to the following 

Cost of Sales 
Finished Goods 
Goods in Process 

Manufacturing Expense Applied 


42o 00 
60 00 
1500 


Sales 

(hT 



Summary of Entries in the General Ledger Accounts and in the Subsidiary Records, Using the Method of Accounting 

Described in This Chapter 
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luring Mvj)cn«c Applied — journal entry, order*, amounts being obtained by multi- 

umount being baaed on labor coat sum- plying the labor coat on the production 

mary. order by an overhead rale. 





Mi. mo o PiiHciunr.n i.s Ciiaptiiii 22 Method Dnscninup in This CuArTEu 

Profit* and losses on various coin- Although the statement of cost of poods maim- The cost of each product is shown by the 

modifies factored illustrated in Chapter 22 hIiows the production orders. Knell invoice shows 

cost of nil finished goods manufactured dor- the selling price of the articles sold, and 
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kind of product manufactured, ami the ac- net and tho costs incurred on goods still 

cumulated cost of goods in process, the in process, the inventory values can bo 

values used in taking physical inventories of much more accurately determined, 

finished goods and goods in process are often 
mere estimates of the cost. 
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(2) If the greater portion of the finished goods manufactured has 

been sold, it is reasonably correct to charge the entire 
unabsorbed burden to Cost of Sales, as follows 

Cost of Sales 500 00 

Manufacturing Expense Applied 500 00 

(3) In some cases the unabsorbed expense is charged to a de 

ferred expense account by an entry similar to the following 

Deferred Manufacturing Expense 500 00 

Manufacturing Expense Applied aOO 00 

When this method is followed the Deferred Manufacturing 
Expense appears on the asset side of the balance sheet, and 
the overhead rate for the following year may be increased 
This procedure is of very doubtful propriety, since it fails 
to give recognition to the fact that costs should be properly 
allocated by periods and that expired costs should not be 
earned in the accounts as assets 

Adjustments for o\crabsorbed burden may be made similarly, 
that is, (1) by credits to Cost of Sales, Finished Goods, and Goods 
m Process, (2) by credit to Cost of Sales or (3) by getting up a 
deferred credit account 

After one of the foregoing entries has been made at the end of the 
year to bnng the credit balance of the Manufacturing Expense 
Applied account into exact agreement with the balance in the 
Manufactunng Expense control account, these accounts are closed 
by an entry similar to the following 

Manufacturing Expense Applied 11 000 00 

Manufactunng Expense II 000 00 

To close the manufactunng expense accounts 

Closmg the Books 

The procedure of closing the books and preparing working papers 
and statements at the end of the period is illustrated in the following 
pages of this chapter The illustration is based on the tnal balance 
on page 453 

Salesmen's salaries in the amount of $200 00 are accrued and 
unpaid at the end of the year 

The adjusting and closing entries follow 

(1) Make adjustments for any deferred and accrued items 

Sell ng Expense 200 00 

Accrued Salaries 200 00 

To set up accrual 
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THE A" 1' Z COMPANY 
Trial Balance 
December 31, 19 — 

Cash ... 

Accounts Receivable .... 

Finished Goods 
Goods in Process 
Rarr Materials 
Vouchers Payable 
Capital Stock. . 

Earned Surplus 
Sales . . . 

Cost of Sales 
Manufacturing Expense 
Manufacturing Expense Applied 
Selling Expense. . 

General Expense 

212,500 00 212,500 00 

(2) Write off the unabsorbed manufacturing expense. For pur- 
poses of illustration we shall write off the entire unab- 
sorbed manufacturing expense to Co^t of Sales. 


Cost of Sales . 1,000 00 

Manufacturing Expense Applied 1,000 00 


To apply the unabsorbed manufacturing expense to 
cost of goods sold. 

Close out the Manufacturing Expense account against 
Manufacturing Expense Applied. 

Manufacturing Expense Applied . . . 14,000 00 

Manufacturing Expense 14,000 00 

To close. 

(3) Make the general closing entries: 

Sales. . .. 100,000 00 

Profit and Loss 100,000 00 

To close the Sales account 


75.000 00 

10.000 00 

15.000 00 
1,500 00 
5,000 00 

0,000 00 
.50,000 00 
43,500 00 
100,000 00 

75.000 00 

14.000 00 

13,000 00 

12.000 00 
5,000 00 


Profit and Loss. . 

Cost of Sales . . ... 

To close the Cost of Sales account. 

76,000 00 

76,000 00 

Profit and Lo-s 

Selling Expense 

To close the selling expenses. 

12,200 00 

12,200 00 

Profit and Loss 

General Expense 

To close the general expenses 

5,000 00 

5,000 00 

Profit and Lo-> . 

Earned Surplus ... 

6.S00.00 

6.SOOOO 


To transfer the net pmfit to Sir-plus. 
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Working Papers 

The adjustments for accrued and deferred items are made m the 
working papers on page 455 in the manner with which you are al- 
ready familiar (See entry a ) The Adjustments col umns also 
contain the debits and credits of the entries 

(b) Applying the unabsorbed manufacturing expense against the 

cost of sales 

(c) Closing the Manufacturing Expense account against the 

Manufactunng Expense Applied Account 

Statements 

The following statement of profit and loss statement of surplus, 
and balance sheet were prepared from the working papers 


THE X Y Z COMPANY Exhibit C 

Statement of Profit and Loss 
For the Year Ended December 31 19— 


Sales 

$100 000 00 

Cost of Goods Sold 

76 000 00 

Gross Profit on Sales 

5 24 000 00 

Selling Expenses 

1220000 

Net Profit on Sales 

$ 11 800 00 

General Expenses 

5 00000 

Net Income 

$ 6 800 00 

THE X YZ COMPANY 

Statement of Earned Surplus 

For the Year Ended December 31, 19— 

Exhibit B 

Balance December 31 19 — 

$43 500 00 

Net Income per Exhibit C 

6 800 00 

Balance December 31 19 — 

$50 300 00 


THE X Y Z COMPANY Exhint A. 

Balance Sheet 
December 31, 19 — 

Aiieti LUbll ( es and Net Worth 

Cash $ 75000 00 \ ouchers Payable $ 6 00000 

Accounts Receivable 10 000 00 Accrued Salanes 200 00 

Finished Goods 1500000 Capital Stock 50 00000 

Goods in Process 1 500 00 Earned Surplus per Exhibit II 50 300 00 

Raw Materials 5 000 00 

$106 500 00 $106 50000 



THE XYZ COMPANY 
Working Papers 
Year Ended December 31, 19 
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CHAPTER 30 
Analysis of Statements 
Statements with Analytical Per Cents 

Analytical per cents Analysis is the process of resolving a thing 
into its elements or an examination of the component parts in rela- 
tion to the whole The expression analytical per cents is, therefore, 
intended to describe such per cents as the per cent of each balance 
sheet item to the balance sheet total, or the per cent of each profit 
and loss statement item to the net sales or the per cent of each item 
of selling expense to the net sales The analysis of a statement by 
the computation of analytical per cents is sometimes called vertical 
analysis because the per cents apply to related amounts usually 
shown in a column 

Balance sheet with analytical per cents Following is an illus- 
tration of a balance sheet with analytical per cents 


SPECIALTY PRODUCTS COMPANY 
Balance Sheet 
December 31, 1949 




Per Cent 

Am eta 

Amount 

of Total 

Current Assets 


S 3o00.j00 

653% 

Accounts Re eivable — Less Reserve for Bad Debts 

109 lOoOO 

20 37 

Notes Receivable 

31 11000 

5 81 

Total Cash and Net Receivables 

$17o 220 00 

32 71% 

Inventories 

Finished Goods 

S 34 6S5 00 

6 47% 

Goods in Process 

24 160 00 

4 51 

Raw Materials 

31 515 00 

588 

Total Inventories 

3 90 360 00 

16 86% 

Total Current Assets 

$26 a 580 00 

49 57% 

Fixed Assets 

Land 

$ 40 300 00 

752% 


32}S3?jSe 


Less Reserve for Depreciation 

50275 00 


Co°t Less Depreciation 

S16o 100 00 

30 82 

Machinery and Equipment 

$ 81400 00 


Less Reserve for Depreciation 

26 370 00 


Cost Less Depreciation 

$ 58 030 00 

10 83 

Fum ture and Fixtures 

* 9 450 00 


Less Reserve for Depreciation 

2 700 00 


Cost Less Depreciation 

* 6 7o0 00 

1 26 

Total Fixed Assets — Net 

$270 180 00 

5043% 


So35 760 00 

100 00% 


456 
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Liabilities and Net Worth 

Current Liabilities: 


Accounts Pavnbie 

$ 5S.C70.00 

10.930c 

Notes Payable 

45,000.00 

S.40 

Accrued Expenses . . 

7.450.00 

1.30 

Total Current Liabilities . ... 

Sill, 120.00 

20.74% 

Fixed Liabilities: 



Bonds Payable 

. 100,000 00 

IS. 07 

Total Liabilities. 

•S213, 120.00 

30.41% 

Net Worth: 



Capital Stock ...... 

. . . $250,000.00 

40.00% 

Earned Surplus 

74,040.00 

13.03 

Total Net Worth . . 

S32 1,610 00 

00.59% 


$535,700.00 

100.00% 


Operating statements with analytical per cents. The following 
statements illustrate analytical per cents : 

SPECIALTY PRODUCTS COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31, 1949 

Per Cent of 



Amount 

Net Sales 

Gross Sales . . 

Returned Sales and Allowances 

$9S 1,050.00 
21,045.00 

102 1S% 

2.1S 

Net Sales . . 

Cost of Goods Sold . . . 

$903,005.00 
702,415 00 

100 00% 

72 .SO 

Gross Profit on Sales 

Selling Expenses 

$201,190.00 

150,480.00 

27.11% 

15 02 

Net Profit on Sales . . 

General Expenses 

$110,710.00 

73,305.00 

11.49% 

7.S2 

Net Profit on Operations 

Net Other Income. . . 

$ 35,105.00 
2,210.00 

3.07% 

,23 

Net Income 

$ 37,015.00 

3.00% 

SPECIALTY PRODUCTS COMPANY 
Schedule of Selling Expenses 

For the Year Ended December 31, 1949 




Per Cent of 


Amount 

; Total 

1 Selling 
Sn,cs Expeii' 

Advertising 

Sales Salaries and Commissions . 

Traveling Expense. . 

Freight Out 

Delivery Expense 

Branch Office Expense 

Miscellaneous 

$ 53,310.00 

40.050.00 

10.510.00 
7,015.00 
0,010.00 

10.750.00 
0,305 00 

5.53% 33 43' 
4.85 ■ 31.00 

1 00 > 0 0$ 
.73 . 4 0$ 

.72 i 4.50 

2 05 ; 13.13 
.05 » 4.10 

Total 

$150.4^0 00 15 02% 100 00' 
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Significance of analytical per cents Analytical per cents hate 
whip significance, for instance, it is interesting to learn, by an 
examination of the statements of Specialty Products Company, that 

The current as9*ts and the fixed assets w ere 49 57% and 50 43%, 
re-pcctn eh of the total a<-sct= instead of, say , 25% and 75% 

The liabilities and proprietorship equity represent, re c pectn eh , 
39 41% and 60.39% of the total rather than, say, 60% and 
40% 

The gross profit is 27 11% of the net sale* instead of, say, 10% 

Howet er, the usefulness of anah'tical per cents is limited because, 
usually, there are no standard per cent* against which they can be 
measured For instance although the profit and loss statement 
shows that the gross profit per cent was 27 11%, we do not know 
•whether this is a reasonable rate of gro*s profit for the industry 

Comparative statements with analytical per cents Information 
of somewhat greater significance is furnished bt a comparatn e state- 
m'mt with anah'tical per cents Such a statement is illustrated 
below 


SPECIALTY PRODUCTS COMPANY 
Co=:?aratire Statement of Profit and Lots 
Tot the Year* Ended December 51, 1919 and 1913 



tnr unts 

Per Cents nf Net Sales 


\ ear T nd*d December 3 1 

\ ear Ended December 31 


1J19 19i« | 

1 mo 

1916 

Grows Sale* 

7JS10, JOO 57oC700W. 

, 102 16 V 

| 104 19 o 

Returned Sale* and AUw tune* 

21 01 00 2<M 4)00 

2 18 

| 419 

Net Sale* 

fJ 3 00 j 00 7707 11000 

100 00 cl 

100 00 o 

Co t of Good* S* lrl 

702 4 lo 00 1 1,300 00 j 

! 72 S9 , 

. 7797 

Cross Profit on Sale* 

?2S1 J 9*1 00 $1%j 810 00| 

27 11V 

2203 0 

SeLing Exjjense* 

1594SOOO 92CjOO'tf 

la 02 j 

13 10 

’set IV fit on fodJes 

• f 110 71000 * 03 10000 

11 49 d 

893 o 

General Exj.<en>/'s 

7o3 1 > 00 51 7f 0 OOl 

7 82 i 

7.32 

Net Profit on Operati jrj* | 

S Zo 40a 001 l 11 400 001 

3 07 < 

161% 

’Vet Other Income 

2,210 09 (wQOOl 

23 ! 

09 

’vet Income 

\ l 37 615 00 $ 12 (W)00| 

3 90 

170 o 


A companion of the analy tical per cents in a senes of statements 
may be helpful in indicating trend* For instance, the foregoing 
statement shows that the ratio of sales returns and allowances to net 
sales has decreased, that the rate of gross profit has increased, and 
that the rate of net income has increased However, a word of 
caution is in order Per cents are computed by dividing one 
amount, called the percentage, by another amount, called the base 
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For instance, the expense per cents in the foregoing statement were 
computed by dividing the expense (the percentage) by the net sales 
(the base). A change in a per cent can be caused by a change in the 
percentage, a change in the base, or changes in both. As a con- 
sequence, changes in analytical per cents are not very significant. 
For instance, the foregoing statement shows that the per cent of 
general expenses increased from 7.32% to 7.S2%: this might be 
thoughtlessly interpreted as indicating a very slight increase in 
general expenses; actually, the general expenses increased 823,545.00 
or about 45%. The increase in the per cent of general expenses was 
small (from 7.32 % to 7.S2%) because the increase in the expense was 
nearly offset by a 36% increase in sales. The analytical per cents in 
the foregoing statement do not bring to the attention of the manage- 
ment this really significant question: "Was a 45% increase in general 
expenses justified in view of the fact that the sales increased 36%? 

Statements with Per Cents of Increase and Decrease 

Per cents of increase and decrease. The determination of per 
cents of increase and decrease, as shown in the following statement, 
is sometimes called horizontal analysis, because the amounts used in 
the computation of a per cent of increase or decrease are usually 
shown on the same line of a statement. 

SPECIALTY PRODUCTS COMPANY 
Condensed Comparative Statement of Profit and Loss 
For the Years Ended December 31, 1949 and 1948 


Year Ended December 31, j Increase — Decrease* 



1049 j 

194S j 

Amount j 

PerCent 

Gross Sales 

$9S1, 650.00, 

$736,760.00 $2 47, S90.00 i 

33.6'7 

Returned Sale* and Allowance* 

21,013.00 

29,650.00 

S, 605.00*, 

29.0* 

Net Sales 1 

§963,605.00, 

$707,1 10.00--? 

256,495.00 j 

30.3 

Co*t of Good* Sold . 

: 702,415.00 

551, 300.00 J 

151,115.00 > 

27.4 

Gross Profit on Sales . i 

§261,190.00 

S155.S10.00-? 

105.3S0.00 : 

67.6 

Selling Expen'e* 

150, 4 $0.00 ! 

92,650.00' 

57.S30.00 J 

62.4 

Net Profit on Sales .... 

SU0, 710.00! 

S 63,160 00'$ 

47,530.00 j 

75.3 

General Expense* 

75,305.00’ 

51,700 00' 

23,515.00 j 

45 o 

Net Profit on Operations. . . . 

S 35,405.00 1 

$ 11,400.00$ 

24,005.00 ' 

210.6 

Net Other Income 

2.210.00! 

65o.oo; 

1,560 00 ' 

2100 

Net Income 

S 37.615 00' 

$ 12.050.00? 

25.565.00 ' 

212.2 


The per cents shown in this statement seem to be more informa- 
tive than the analytical per cents shown in the statement on page 
45S. They show a number of interesting changes in the results of 
operations, which are mentioned on the following page. 
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The gross sales increased 33 6%, whereas the returned sales and 
allowances decreased 29 0%, with the result that the net sales 
increased 36 3% 

The 36 3% increase m net sales was accompanied bj an increase 
in cost of goods "old of only 27 4% with the result that the 
gross profit increased 67 6% 

The increases in selling and general expenses were relatively 
greater than the increase in net sales Selling expenses in 
creased 62 4% and general expenses increased 45 5%, com 
pared with the 36 3% increase in net sales 

The net other income increased 240 0% however, since this 
income was relativelj small in both years, the increase did not 
greatlj affect the net income 

The net income increased 212 2% 

Computation of per cents of mcrease and decrease Following 
are illustrations of «ome problems which arise in the determination 
of per cents of increase and decrease the asterisks indicate entries 
m red ink. 



The computations of the per cents for items A, B, C, and D are 
obvious No per cents can be computed for items E and F because, 
in each instance, there is no last-year amount to serv e as a base and 
none can be computed for items G, H, and I because the last-year 
amounts are negative 
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Positive and negative (black and red) amounts sometimes appear 
on the same line (as in item H) in comparative statements 
which, for reasons of condensation, show only differences between 
certain debit and credit balances. For instance, assume that a com- 
plete profit and loss statement shows the following items: 



Thi« Year 

Last Year 

Net Profit on Operations 

S3 1,500.00 

S29.S00.00 

Add Other Income: 



Interest Income 

S 1,200.00 

$ 900.00 

Discount on Purchases 

2,500.00 

2,100.00 

Total Other Income 

S 3,700.00 

S 3,000.00 

Net Profit on Operations and Other Income 

$35,200 00 

S32.SOO.OO 

Deduct Other Expense: 



Interest Expense 

S 750.00 

S 1,100.00 

Discount on Sales 

2.200.00 

2.S00 00 

Total Other Expense 

S 2,950.00 

S 3.900 00 

Net Income. . 

$32,250.00 

$25,900.00 


A condensed statement might show the net amounts of the other 
income and expense, as follows: 

Tim Year Last Year 

Net Profit on Oj>erations . . . . $31,5 00.00 S29.SCO.OO 

Other Income (Expense*) Net . 750 00 900.00 * 

Net Income $32,250 0 0 $23,900 00 


Ratios expressed decimally. The relation of an amount for a 
later date or period to an amount for an earlier date or period may be 
expressed decimally, as shown in the comparative balance sheet on 
page 462. The ratios are computed by dividing the amounts for 
the later date by the amounts for the earlier date. 

Although such ratios are less commonly used than per cents of 
increase and decrease, they* have some advantages. In the first 
place, per cents of decrease must be shown in red ink or in some 
other manner to distinguish them from per cents of increase; this 
somewhat, increases the work of preparing the statement and may 
cause some confusion in interpreting it. In the second place, it is 
probably difficult for many persons to grasp the significance of large 
per cents, such as a 1,400 C ,T> increase: it is much easier to understand 
that one item is 15 times as large as another item. 

The ratio of the net sales for the current year to the net sales for 
the preceding year is of some value in interpreting the ratios which 
indicate the changes in balance sheet items. For instance, remem- 
bering that the net sales for 1949 were 1.36 times the net sales for 
194S, we find it interesting to note that the net accounts receivable 
at the end of 1949 were 1.32 times those at the end of 194S, but 
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SPECIALTY PRODUCTS COMPANY 
Comparative Balance Sheet 
December 31, 1949 and 1948 

I December 31, /i 


Increase — [Ratio 1949 
Decrease* I to 1948 


JUseti 

Current Assets 
Cash 

Accounts Receivable — Less Reserve 
lor Bad Debts 
Notes Receivable 

Total Cash and Net Receivables I 
Inventories 
Finished Goods 
Goods in Process 
Raw Materials 
Total Inventories 
Total Current Assets 

Fixed Assets 
Land 
Buildings 

Less Reserve lor Depreciation 
Cost Less Depreciation 
Machinery and Equipment 
Less Reserve for Depreciation 
Cost Less Depreciation 
Furniture and Fixtures 
Less Reserve for Depreciation 
Cost Less Depreciation 

Total Fixed Assets — Net 


Liabfljtiet and Net Worth 

Current Liabilities 


409,105 00 82,450 
31,11000 19,350 

5 175,220 00 $112,400 

1 34,685 00 $ 36,875 
24.1GOOO 27,515 
31,ol5 00 44,060 
S 90 360 00 $103,450 ' 
1265 580 00 $220 850 


00'$ 2,190 00*1 
00! 3,355 00*| 
00 12,545 00* 
00 $ 18,090 00* 
OQ';$44 730 00 I 


Accounts Payable 

58,670 00 

Notes Payable 

45,000 00 

Accrued Expenses 

7,450 00 

Total Current Liabilities 

$111,120 00 

Fixed Liabilities 


Bonds Payable 

10000000 

Total Liabilities 

$211,120 00 

Net Worth* 


Capital Stock 

$250,000 00 

Earned Surplus 

74,64000 

Total Net Worth j 

$324 640 00 
$535,760 00 

Net Sales for the Year Ended on the 



$ 40 300 00 $ 40,300 00 — 

$215 375 00 $210,410 00 S 4,965 00 
50 275 00 41 660 00 8,615 00 
j BlC5 100 00 $168,750 Oo ! $ 3,650 00* 
$ 84,400 00 $ 80 060 00 $ 4,340 00 
| 26,370 00 17,930 00 8,440 00 
K 58 03000 $ 62,130 00 ] $ 4,100 00* 
1 $ 9,450 00 $ 8,760 00 $ 690 00 
I 2,700 00 1,755 00 945 00 

I S 6,750 00 $ 7 005 00$ 25500* 
p270 180 00 $27S 185Qo i $ 8 005 00* 
tf$535,760 00 $499,035 00,336 725 00 


0 000 00| 15,000 00* 
5,070 00 2 3S0 00 
7,010 00 $25,890 00* 


33,605 00 $707,110 00 $256,495 00 


8 8 8 8SSS 




464 


ANALYSIS OF STATEMENTS 


[Ch so 


above shows that the sales decreased 14% in 1948 and increased 
14% in 1949, if one considered only the per cents, he might jump 
to the incorrect conclusion that the increase in 1949 offset the de- 
crease in 1948 Such a conclusion would not be reached by a reader 
of the statement prepared by method 2 above, this statement shows 
that, although some of the 1948 decrease was recovered m 1949, the 
sales for 1949 were still 2% below those for 1947 

The confusion which may result from the use of method 1 arises, 
of course, from the fact that the per cents were computed on two 
bases the per cent of decrease in 1948 was computed on a base of 
$210,000 00 whereas the per cent of increase in 1949 was computed 
on a base of $180,000 00 

Current Position Ratios 

Working capital ratio In the analysis of the statements of a 
business, great stress is laid on the working capital ratio, or ratio of 
current assets to current Labilities Bankers usually feel that a 
company’s current assets should be at least twice the amount of its 
current liabilities, to make the company a desirable risk for short- 
term credit The working capital ratio is computed as follows 

December 31 In-rease 

1949 1948 Decrease* 

Current assets *265 580 00 *220 850 00 *44 730 00 

Current liabilities 111 120 00 137 010 00 2o 890 00* 

Net current assets or working capital *154 460 00 S 83 840 00 *70 620 00 

Working capital ratio {dollars of current as 
sets per dollar of current liabilities) *2 39 *161 *78 

Distribution and movement The old reliance on a 2 to 1 works 
ing capital ratio as an adequate measure of short-term credit stand- 
ing is rapidly disappearing Bankers realize that the working 
capital ratio alone is not sufficiently informative, and that consid- 
eration should also be given to the distribution of current assets and 
to their movement Movement means conversion into cash Fol- 
lowing sections in thi3 chapter contain discussions of some measures 
of distribution and movement , these measures are 
As to distribution 
Acid test ratio 
Percentage distribution 
Accumulation of working capital ratio 
As to movement 
Ratio of sales to receivables 
Finished goods turnover 
Raw materials turnover 
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Acid test ratio. Before the inventories can be used for the pay- 
ment of current debts, the finished goods must be sold, and the goods 
in process and the raw materials must be converted into finished 
goods, and sold. Therefore, in analyzing the current position of a 
business, it is desirable to note the ratio between the quick current 
assets (cash and net receivables) and the current liabilities. This Is 
called the acid lest of the current position. A ratio of 1 to 1 is con- 
sidered desirable. 



f December 31. 1 

l j 

Increase 


1940 i 10 IS ’ 

Decrease* 

Quick assets — cash and net receivables . 

$175,220.00 $1 12,400.03 -i 

'0^, $20.00 

Current liabilities . . 

| 111,120.00', 137,010.00( 

25,S90.00* 

Dollars of quick assets per dollar of current ha- 

i i 


bilities 

1 S1.5S $.S2 : 

$.70 


In the computation of the acid test ratio it is proper to include 
among the quick assets not only the cash and receivables but also 
any temporary investments in marketable securities which pre- 
sumably will be converted into cash to provide funds for current 
operating purposes. 

Percentage distribution of current assets. It is obvious from the 
foregoing discussion of the acid test ratio that the current position 
of a company is not entirely dependent upon the ratio of total current 
assets to total current liabilities. The current position is also 
affected by the kinds of current assets owned. Any considerable 
shift from the relatively more current assets of cash and receivables 
to the relatively less current assets of inventories, or vice versa, may 
materially affect a company’s ability to pay its current debts 
promptly. 

Following is a percentage distribution statement of the current 
assets of Specialty Products Company on December 31, 1949 and 
194S. 


1 

: December 31, 


1949 

194S 

1 .. . 

i 

1 , PerCent 

Amount of T . j 

( « 

, . 'PerCent 

, Amount of Total 

Cash ; 

Accounts Receivable — Less Reserve , 

Notes Receivable I 

Finished Goods 

Goods in Proce-s 

Raw Materials 

$ 35,005.00 13.1S r ? 
109,105-OC 1 41. OS 1 
31,110.00' 11.71 | 

34.0S-5.00 13.00 
21,100.00. 9.10 

3 1.5 15.0C 11. S7 j 

■$ 10,000.00 4.S0 f c 
! S2, 450.00 37.33 

1 19,3.50.00 S.7G 

30,575.00 10.70 

1 27,515.00' 12.46 

4 1.000.00 19.95 

$2tV,,5SO.OO ! 100.00' ; 

$220,550.00' lCO.OO'T 
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Because of the shift from inventories to cash and receivables, the 
company seems to have been in a more liquid position at the end of 
1949 than at the end of 1948 However, there possibly is another 
side to the picture The receivables may have increased because 
collections are slowing up, and the decrease in the inventories may 
not be desirable m view of the increase in sales, as shown m the com- 
parative profit and loss statement on page 458 

Accumulation of working capital ratio The ratios m the follow- 
ing statement were computed as follows 

The ratios on the Cash line were computed by dividing the 
amount of cash by the amount of current liabilities 
The ratios on the Accounts Receivable line were computed by 
dividing the total of the ca^h and the net accounts receivable 
by the amount of the current liabilities 
And so forth 




Cumulative Ratios to 


December 31 

Current Liabilities 
December 31 


1949 

1948 

1949 

1948 

Current Assets 





Cash 


32 

08 

Accounts Receivable — Net 

109 105 00 

82 450 00 

130 

68 

Notes Receivable 

31 110 00 

19 350 00 

1 58 

82 

Finished Goods 

34 685 00 

36 875 0C 

1 89 

109 

Goods in Process 

24 160 00 

27 515 00 

2 11 

129 

Raw Materials 

31 515 00 

44 060 0Q 

2 39 

161 

Total 

3265 580 00!?220 850 OQl 



Current Liabilities 

$111 12000 

$137 010 00 




This statement shows that, at the end of 1949, the cash and net 
accounts receivable were in excess of the current liabilities, at the 
end of 1948 it was necessary to include also the notes receivable and 
the finished goods inventory to obtain a total equal to the current 
liabilities 

Sabo of sates to receivables Assume that a company sells 
$100,000 00 of merchandise during each of two years At the end of 
the first year, the receivables still uncollected amount to $10 000 00, 
at the end of the second year, the receivables amount to $25,000 00 
The sales the first year are ten times the receivables at the end of the 
jear, the sales the second year are only four times the receivables 
at the end of the year It is obvious that the collections aie 
slowing up 

On page 467 is a similar computation for the Specialty Products 
Company 
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1949 194S 

Net sales during the year $963,605.00 $707,110.00 

Notes and accounts receivable — end of year 140.215.00 lOl.SOO.OO 

Ratio of sales to receivables . C.S7 ^95 


The receivables appear to be slightly less current at the end of 
1949 than at the end of 194S. (The gross receivables should be 
used in this computation if the information is available.) 

Finished goods turnover. Is the finished goods inventor}' being 
converted into receivables as rapidly as it has been in the past? 



1949 

191S 

Cost of goods sold . 

$702,415.00 

$551,300.00 

Average inventory of finished good-: 

Inventory at beginning of year 

Inventory at end of year 

$ 36.S75.00 
34.6S5.00 

$ 31,410.00 
36.S75.00 

Total. . 

$ 71,560.00 

$ 6S.2S5.00 

Average inventory 

$ 35.7S0.00 

$ 34.142.50 

Turnover (cost of sales -f- average inventory) 

19.63 

16.15 


This computation indicates that the finished goods inventory was 
turned more frequently in 1949 than in 194S. 

Raw material turnover. Is the raw material inventor}’ being 
converted into finished goods as rapidly as it has been in the past? 
The following computation indicates that the raw material inventor}' 
was turned more frequently in 1949 than it was in 194S. 


1949 194S 


Raw material' iL-ed 

S429.S30.00 

$316,530.00 

Average inventory of raw materials: 

Inventorv at beginning of vear 

$ 44.060.00 

$ 2S.G15.00 

Inventory at end of year 

31,515.00 

44,000.00 

Total 

$ 75,575.00 

$ 72,675.00 

Average inventory 

$ 37.7S7.50 

$ 36.337.50 

Turnover (materials used -5- average inventory) 

11.37 

S.7I 


Miscellaneous Ratios 

Ratio of net worth to debt. The ratio of net worth to debt 
shows whether the proprietorship equity is increasing or decreasing 
in relation to the liabilities. 

December 31. 

1949 1913 

Total capital stock and surplus $324.640 00 $262,025.00 

Total liabilities .. 2 II ,120.00 237,010 00 

Ratio of net worth to debt 1.54 1.10 

These ratios show an improvement in financial condition: the 
stockholders' interest in the business at the end of 1949 was 1.54 
times the creditors’ interest, whereas, at the end of 194S. it was only 
1.10 times the creditors' interest. 
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Book value per share of stock In considering the stockholders 
interest m the business it will be interesting to note the change 
which has taken place in the book value per share of stock 


Capital stock 
Earned surplus 
Total net worth 
Shares of stock outstanding 
Book value per share 


$324 640 00 $262 025 00 
2 500 2 000 

$129 86 $131 01 


If common and preferred stocks are outstanding, book values 
must be computed for each class This means that the net worth 
must be divided into two parts the portion applicable to the pre 
ferred stock and the portion applicable to the common stock If the 
preferred stock is nonparticipating and there are no dividends in 
arrears, no portion of the surplus should be allocated to the preferred 
stock If the preferred stock is fully participating, the surplus must 
be apportioned ratably between the common and preferred stocks 
Ratio of net worth to net fixed assets Many businesses have 
come to grief because of overinvestments in fixed assets which impose 
fixed charges upon the business The following computation shows 
that the ratio of net worth to net fixed assets is increasing 


Net worth 
Fixed assets— net 

Ratio of net worth to net fixed assets 


Ratio of net sales to net fixed assets An increasing investment 
in fixed assets is particularly dangerous if the sales do not increase 
proportionately with increases m fixed assets Therefore, the ratio 
of net sales to net fixed assets should also be computed 


Net sales during the year 
Fixed assets — net — at end of year 
Ratio of net sales to net fixed assets 3 57 2 54 

Ratio of net mcome to net sales The object of all business is to 
make a profit Therefore, it is important to know whether, out of 
each dollar of net sales, as much profit remains as heretofore This 
is determined by computing the ratio of net income to net sales 


Net income 
Net sales 

Ratio of net income to net sales 


$ 37 615 00 $ 12 050 00 
963 60o 00 707 11000 
3 90% 1 70% 
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Ratio of net income to net worth. The rate of net income on 
sales may increase, but the sales may decrease so that the net income 
is a smaller per cent of the net worth than heretofore. Or the num- 
ber of shares of stock outstanding may increase, so that the net 
income per share is less than before. Therefore, the following 
computation may be desirable: 


Net worth at beginning of the year: 

Capital stock (it is a—uined that the additional stock was 

1949 

1 9 IS 

issued at the beginning of 1049) 

$250,000.00 

$200,000.00 

Earned surplus. . . 

02,025.00 

59,975.00 

Total. . . 

$.312,025.00 

$259,975 00 

Net income for the year 

37,015 00 

12, 050.00 

Ratio of net income to net worth 

“ TiToo'Y ” 

4~G 1 9c 

Net income per share 

$15 05 

$0 03 


Summary. Other ratios may be computed, but those illustrated 
indicate the general method of using ratios in statement analysis. 

The ratios illustrated may be assembled in an analytical sum- 
mary in the following form. Increases indicate improvements. 



1919 

1 9 IS 

Is the working capital condition improving? 



Working capital ratio — dollar- of current assets per dollar of current 



liabilities. . . 

$2.39 

$1.01 

Acid test ratio — dollars of cash and net receivables per dollar of 



current liabilities 

$1.5S 

$ .82 

Are the current assets being converted as rapidly as heretofore? 



Receivables — ratio of sales to receivables . ... 

G.S7 

0.95 

Finished goods — turnover . . 

19.03 

10 15 

Raw materials — turnover . ... 

11.37 

8.71 

Is the stockholders’ interest in the business increasing? 



Ratio of net worth to debt 

1.54 

1.10 

Book value per share of stock 

$129.S6 

$131.01 

Is there anv tendenev to overinvestment in plant? 



Ratio of net worth to net fixed assets 

1.20 

.94 

Ratio of net sales to net fixed assets 

3.57 

2.51 

Arc the earnings improving? 



Ratio of net income to net sales. . . 

3.90 '"e 

1.70% 

Ratio of net income to net worth 

12.06 9T 

•f.0191 

Net income per share of stock. . . . 

$15.05 

$0.03 


Statement Analysis — Illustrative Case 

Analysis of a single balance sheet. Below is a balance sheet 
which we shall assume was submitted to a bank’s loaning officer in 
support of a request for a loan. For the time being we shall assume 
that it was the only statement submitted, and we shall see what 
infoimation can be obtained from it. 
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A B COMPANY 


Balance Sheet 


December 31, 1949 


Asset! 



Current Assets 



Cash 


S 15,000 00 

Accounts Receivable 

$106,000 00 


Less Reserve for Bad Debts 

3 000 00 

103,000 00 

Inventories 



Finished Goods 

$135,000 00 


Goods in Process 

18,000 00 


Raw Materials 

30,000 00 

183,000 00 

Total Current Assets 


$301,00000 

Fixed Assets 



Land 


S 15000 00 

Buildings 

$200 000 00 


Less Reserve for Depreciation 

30 000 00 

170,000 00 

Machinery and Equipment 

$ 86,000 00 


Leas Reserve for Depreciation 

12,000 00 

74 00000 

Total Fixed Assets — Net 


259,00000 



$560 000 00 

twbilities »nd ITet Worth 


Current Liabilities 


$100,000 00 

Fixed Liabilities 



Bonds Payable 


75,000 00 

Total Liabilities 


$175,000 00 

Net Worth 



Capital Stock — $100 00 Par Value 


$250,000 00 

Earned Surplus 



Balance, Beginning of \ear 

$119,000 00 


Surplus for the Year, Before Dividends 

31,000 00 


Total 

$150,000 00 


Less Dividends 

15 000 00 

135,000 00 

Total Net Worth 


385,000 00 



$560 000 00 

Working Capital Ratio 


Current Assets 



Cash 


$ 15,000 00 

Accounts Receivable 

$106 000 00 

Less Reseri e tor Bad Debts 

3,00000 103,00000 

Inventories 



Finished Goods 

$135 000 00 

Goods in Process 

18,000 00 

Raw Materials 

30,000 00 183,000 00 

Total 


$301,00000 

Current Liabilities 


10000000 

Working Capital 


$201 000 00 

Working Capital Ratio 


3 01 to 1 

This ratio is considerably in excess of the rule-of-thumb 2 to 1 

ratio. 
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Acid Test Ratio 

Quick Current Asset* 

$ 15,000 00 

Account* Receivable — Lc*s Reserve 103,000 00 

Total. S IIS, t)00 00 

Current Liabilities $100|000 00 

Acid Tc*t Ratio 1.1S to i ~ 


The acid test ratio more than meets the 1 to 1 requirement set up 
by some analysts. 


Percentage Distribution of Current Assets 



Amount 

Per Cent 
of Total 

Cash 

$ 15,000 00 

4 9S% 

Accounts Receivable — Le*s Reserve 

103,000 00 

34 22 

Finished Goods 

135,000 00 

41 85 

Goods in Proce-'s 

18,000 00 

5 9S 

Raw Materials 

30,000 00 

9 07 

Total... . 

$301,000 00 

100 00% 


Accumulation of Working Capital Ratio 


Cumulative 
Ratio to 
Current 
Amount Liabilities 

Cash . . 

Accounts Recenable — Le*s Reserve 
Finished Goods 
Goods in Process. . 

Raw Materials . . 

Total 


$ 15,000 00 15 

103.000 00 1 IS 

135.000 00 2 53 

15.000 00 2 71 

30.000 00 3 01 

$301,000 00 


The percentage distribution of current assets and the accumula- 
tion of wor kin g capital ratio seem to indicate a satisfactory current 
condition. 


Ratio of Net Worth to Debt 


Net Worth: 

Capital St-ock . . . $250,000 00 

Earned Surplus 135,000 00 

Total -< 3S5 000 00 


Liabilities: 

Current... . *100,000 00 

Ibxed. 75,000 00 

Total Sb *,000 00 

Ratio of Net Worth to Dein * 2 20 ’to 1 


This ratio shows that there is a considerable capital to protect 
the liabilities. 
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Net Worth $385,000 00 

Fixed Assets — Less Depreciation 

Land $ 15,000 00 

Buildings 170 000 00 

Machinery and Equipment 74,000 00 

Total $259 000 00 

Ratio of Net Worth to Net lixed Assets 1 49 to 1 


This ratio seems to indicate that the investments in fixed assets 
have not starved the company for working capital 

The balance sheet shows “Surplus for the Year, Before Dividends 
— $31,000 00 ” Tentatively accepting this amount as the net 
earnings for the year, we can make the following computation: 

Earning per Share of Stock — Tentative 


Surplus for the V ear, before Dividend 
Capital Stock 
Par Value 
Number of Shares 
Earnings per Share 


$ 31,000 00 

$250,000 00 
2500 
$12 40 


Book Value per Share of Stock 


Capital Stock $250,00000 

Earned Surplus 13500000 

Total $385000 00 

Number of Shares of Stock 2,500 

Book Value per Share $154 00 


Comparative balance sheet analysts. It is advisable to examine 
at least two balance sheets to see whether the condition is getting 
better or worse. 

A comparativ e balance sheet of the A B Company is presented 
on page 473, and is subjected to analysis. 

Working Capital Ratio 


December 31, 


Current Assets 

1949 

1948 


$ 15,000 00 

$ 40,000 00 



7 

Finished Goods 

135,000 00 

110,000 00 

Goods m Process 

18,000 00 

13,000 00 

Raw Materials 

30,000 00 

25,000 00 

Total 

$301,000 00 

$259,000 00 

Current Liabilities 

100,000 00 

70 000 00 

Working Capital 

$201,000 00 

$189 000 00 

Working Capital Ratio 

301 



This statement shows that the amount of the working capital 
has increased but the ratio has materially decreased. 
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A B COMPANY 
Comparative Balance Sheet 
December 31, 1949 and 1948 


December 31, Increase 

1919 191S Decrease* 



Assets 



Current Assets: 




Cash 

$ 1 5,909.00 

S 40,000.00 

$ 25,000.00' 

Accounts Receivable ... . 

SI 00.009.00 

S 74,000.00 

$ 32,000.09 

Less Reserve for Bad Debts 

3,000.00 

3,000.00 

— 

Accounts Receivable — Net 

S 103,000.00 

S 71,000.00 

$ 32,000.00 

Inventories: 




Finished Goods 

S135.000.00 

$110,000.00 

S 25,000.00 

Goods in Process . 

18,000.00 

13,000.00 

5,000.00 

Raw Materials . ... 

30.000 00 

25,000.00 

5,000.00 

Total Inventories . 

SI S3 ,000 00 

$148,000.00 

S 35,000.00 

Total Current Assets. 

$301,000.00 

$259,000.00 

$ 42,000.00 

Fixed Assets: 




Land 

S 15.000 00 

$ 15,000.00 

$ — 

Buildings 

$200,000 00 

$135,000.00 

S 65,000.00 

Less Reserve for Depreciation . 

30,000.00 

20.000.00 

10,000.00 

. Cost Less Depreciation 

$170,000 00 

$115,000 00 

S 55,000.00 

Machinerv and Equipment 

S SO, 000 00 

$ 05,000.00 

$ 21,000.00 

Less Reserve for Depreciation 

12,000 00 

10,000 00 

2,000.00 

Cost Less Depreciation 

$ 74,000.00 

$ 55,000.00 

$ 19,000.00 

Total Fixed Assets — Net . 

$259,000 00 

flS5.000.00 

$ 71.000.00 


S500.000.00 

$444,000 00 

S11G.000.00 

Liabilities acd Ket Worth 



Current Liabilities: 




Accounts Pavable 

S 100.000.00 

$ 70,000 00 

$ 30,000.00 

Fixed Liabilities: 




Bonds Payable. . 

$ 75,000.00 

$ 55,000.00 

$ 20,000.00 

Net Worth: 




Capital Stock 

$250,000.00 

$200,000 00 

$ 50,000.00 

Earned Surplus: 




Balance at Beginning of Year 

S 11 9.000.00 

$ 95.200 00 

$ 23.S00.IX) 

Surplus for Year, before Dividends . 

31.000 00 

35. ^OO 00 

4.S0O.00* 

Total 

$150,000.00 

$131,000 00 

$ 19,000.00 

Less Dividends 

15,000 00 

12.000 00 

3,000.00 

Balance at End of Year 

$135,090.00 

$1 1 9.0 'TOO 

$ 16.000.00 

Total Net Worth 

$3$5, 000.00 

S319.OTI.0O 

S 60,000.00 


$500,000.00 

$111.000.00 

$116,000.00 
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Acid Test Ratio 


December 31, 


Quick Current Assets 

1949 

1948 

Cash 

$ 15,000 00 

$ 40,000 00 

Accounts Receivable — Less Reserve 

103 000 00 

71,000 00 

Total 

$118 000 00 

$111,000 00 

Current Liabilities 

5100 000 00 

$ 70 000 00 

Acid Test Ratio 

1 18 

159 


A comparison of the acid test ratios indicates that the company 
was in a considerably le^s liquid position at the end of 1949 than at 
the end of 1948 — a fact which is further indicated by the two 
following computations. 


Percentage Distribution of Current Assets 


Cash 

Accounts Receivable — Less Reserve 
Finished Goods 
Goods in Process 
Raw Materials 
Total 


December 31, 1949 
Per Cent 
Amount of Total 
$ 15,000 00 4 98% 

103 000 00 34 22 

135,000 00 44 85 

18.000 00 5 98 

30.000 00 9 97 

; 301 ooooo 10000 % 


December 31, 1948 
Per Cent 
Amount of Total 
$ 40 000 00 1545% 

71,000 00 2741 

110,000 00 42 47 
1300000 502 

25 000 00 9 65 

$259,000 00 10000% 


Accumulation of Working Capital Ratio 


December 31, 1949 December 31, 1948 

Cumulative Cumulative 

Amount Ratio Amount Ratio 


Cash 

Accounts Receivable — Less Re- 
serve 

Finished Goods 
Goods in Process 
Raw Materials 


$ 15,000 00 

103.000 00 

135.000 00 
18,000 00 
30 00000 


15 

1 18 
2 53 

2 71 

3 01 


$ 40,000 00 57 

71.000 00 1 59 

110.000 00 3 16 

13.000 00 3 34 

25.000 00 3 70 


Total 


$301,000 00 


$259,000 00 


Ratio of Net Worth to Debt 


Net Worth 
Capital Stock 
Earned Surplus 
Total 
Liabilities 
Current 
Fixed 
Total 

Ratio of Net Worth to Debt 


December 31, 


1949 

1948 

$250,000 00 

$200 000 00 

135 000 00 

119,000 00 

$385 000 00 

$319,000 00 

$100,000 00 

$ 70,000 00 

75 000 00 

55 000 00 

$175 000 00 

$125,00000 

220 

2 55 
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A comparison of these ratios indicates that the ratio of net worth 
-o debt decreased; that is, the capital cushion for the protection of 
;he creditors was relatively smaller at the end of 1949 than at the 
?nd of 194S. 


Ratio of Net Worth to Net Fired Assets 


December 31, 



1919 

19 IS 

Net Worth — as Above 

$385,000.00 

$319,000.00 

Fixed Assets — Less Depreciation: 



Land 

S 15,000.00 

$ 15.000.00 

Buildings. 

170.000.00 

115,000.00 

Machinery 

74.000.00 

55.000.00 

Total. . 

$259,000.00 

S1S5, 000.00 

Ratio of Net Worth to Net Fixed Assets 

1.49' 

1.72 


This computation shows that, although the net worth increased, 
;he increase in the fixed assets caused a decrease in the ratio of net 
vorth to fixed assets. This raises the question whether the increase 
n plant facilities was accompanied by a corresponding increase in 
Dusiness — a question which cannot be answered without access to 
operating statements. 

Again tentatively accepting the amounts shown as Surplus for 
the Year Before Dividends in the comparative balance sheet as 
representing net earnings, we can make the following computation: 


Earnings per Share of Stock — Tentative 

Year Ended 
December 31. 

1949 I94S 

Surplus for the Year — Before Dividends . S3 1.000 .00 S3o.S00.00 

Number of Shares Outstanding at the End of the 
Year. 2.500 2.000 

Earnings per Share S12.40 SD.90 


Book Value per Share of Stock 

December 31. 

1949 1944 

Net Worth — as above. _S3So.C00.00 $319,000.00 

Number of Shares Outstanding at the End of 

the Year . . ~»0 2.000 

Book Value per Share . $154.00 $159.50 

Balance sheet and operating statement analyses. We shall now 
assume that the comparative profit and loss statement on page 476 
is available, and shall see what an analysis of that statement will 
disclose. 
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Comparative Profit and Loss Statement 
For the Years Ended December 31, 1949 and 1948 


Ratio 



Year 

Increase 

1949 


1949 

1948 

Decrease* 

to 1948 

Gross Sales 

$802,000 00 

$828,000 00 

$34 00000 

104 

Returns 

12 00000 

8 000 00 

4,000 00 

150 

Net Sales 

$850000 00 

$820,000 00 

$30 000 00 

104 

Cost of Sales 

595000 00 

557,600 00 

37,400 00 

107 

Gross Profit 

$255,000 00 

$262,400 00 

$ 7,400 00* 

97 

Selling Expenses 

148 000 00 

132,000 00 

16,000 00 

1 12 

Net Profit on Sales 

$107,000 00 

$130 400 00 

$23,40000* 

82 

General Expense 

90 000 00 

94 600 00 

1,400 00 

101 

Net Operating Profit 

S 11 000 00 

$ 3o,800 00 

$24,800 00* 

31 

Profit on Securities 

20 000 00 

— 

20,000 00 


Increase in Surplus, before Dividends $ 31 000 00 

$ 35,800 00 

S 4 800 00* 

87 


We have already been that the gross book values of the fixed 
assets (see comparative balance sheet on page 473) have increased 
as follows. 

December 31, Increase 

1949 1948 Amount Per Cent 

Buildings $200,000 00 $135,000 00 $65,00000 48% 

Machinery and Equipment 86,000 00 65,000 00 21,000 00 32 

Let us now examine the comparative operating statement and see 
what operating trends the statement discloses, and what answers we 
can get to the question. Is the company benefiting or suffering from 
its plant expansion 9 

With a 48% increase m buildings and a 32% increase in machin- 
ery’ and equipment, the company’s gross sales have increased only 
4%. Obviously, the plant additions have not yet justified them- 
selves by an inci eased volume of business 

With a 4% increase in gross sales, there has been a 50% increase 
in returns, this suggests the possibility that the new plant is not 
producing satisfactory merchandise 

The 4% increase in net sales has been accompanied by a 7% 
increase in the cost ot goods sold Dust what has caused this in- 
crease is, of course, not determinable from the data shown by the 
available statements. 

Because the increase in the cost of goods sold is greater than the 
increase in the net sales, there is a decline in the gross profit on sales 
The selling expenses have increased 12%. This suggests the 
possibility that sales promotion efforts and expenditures have been 
increased in an attempt to obtain orders for the additional merchan- 
dise which could be produced in the added plant. The fact that the 
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sales increased only 4% indicates that this additional sales effort was 
relatively unsatisfactory. 

Finally, and of extreme significance, the fact is disclosed that the 
net operating profit decreased from 835,800.00 in 194S to 811,000.00 
in 1949, and that most of the 1949 profit was an extraneous profit 
on the sale of investment securities. This extraneous profit should 
be ignored when considering earning power. 

Analysis of Manufacturing Costs 

We shall now assume that we have obtained a statement showing 
the cost of goods manufactured and sold during the two years, and 
have abstracted from it the following data applicable to manufactur- 
ing costs: 


Year Ended Decernber31, !n°~ 



1949 

194S 

to 194S 

Materials 

$iso,ooo.oo 

$172,000.00 

1.05 

Labor 

225,000.00 

213,000.00 

1.00 

Manufacturing Expenses . . 

220,000 00 

194,000.00 

1.13 

Total Cost of Finished Goods Manufactured . 

• $025,000.00 

$579,000.00 

1.0S 


We now have the following facts, which appear very significant : 

The investment in buildings increased 4$%. 

The investment in machinery and equipment increased 32%. 

The sales increased 4%. 

The cost of goods manufactured increased S%. 

Material costs increased 5%. 

Labor costs increased 6%. 

Manufacturing expenses increased 13%. 

The increased investments in buildings, machinery, and equip- 
ment have not been accompanied by corresponding increases in sales 
or production. 

It appears likely that the fixed charges resulting from the in- 
creases in fixed assets caused the 13% increase in manufacturing 
expenses. The manufacturing expenses were 91.4% of labor in 194S 
and 97.S% in 1949. This increase in the overhead rate naturally 
increased the unit cost of the goods produced and decreased the 
gross profit. 

The management probably hoped that the increased plant would 
permit increased production and that the company could make more 
sales and more profit. It seems possible that this hope has not been 
fulfilled, and that the result has been increased manufacturing costs 
and decreased profits. 
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Production and Inventories 


The following data were summarized from the comparative 
statements on preceding pages. 


Cost of Goods Manufactured 
Net Sales 

Inventories — End of Year 
Finished Goods 
Goods in Process 
Raw Materials 


Year Ended December31, p Pr Cent 

1949 1948 Increase 

*625,000 00 *579,600 00 7 83% 

850.000 00 820,000 00 3 66 

135.000 00 110,00000 22 73 

18.000 00 13,000 00 3846 

30.000 00 25,000 00 20 00 


This analysis seems to disclose a matter of major significance: an 
increase m the cost of goods manufactured out of proportion to the 
increase m sales, and a consequent increase in inventories. This im- 
mediately suggests the question Is the management (faced with 
increased manufacturing expenses because of increased plant) trying 
to keep down the unit manufacturing costs by increasing the quan- 
tity of production, but finding that the increased production cannot 
be sold, with the result that slow-moving inventories are piling up? 

Let us measure the effect of these inventory increases on the 
turnovers. 


YearEndedDeccmber31, 



1949 

1948 

Finished Goods Turnovers 



Cost of Goods Sold 

Finished Goods Inventories 

*595,000 00 

*557,600 00 

December 31, 1947 


* 90,000 00 

December 31, 1948 

*110,000 00 

110,000 00 

December 31, 1949 

135,000 00 


Total 

*245 000 00 

*200 000 00 

Average Inventories 

*122,500 00 

*100,000 00 

Turnovers 

4 86 

5 58 

Raw Materials Turnovers 



Materials Used 

*180 000 00 

*172 000 00 

Raw Materials Inventories 



December 31, 1947 


$ 20,000 00 

December 31, 1948 

* 25,000 00 

25,000 00 

December 31, 1949 

30 000 00 


Total 

* 55,000 00 

* 45 000 00 

Average Inventories 

* '27,500 00 

* 22 500 00 

Turnovers 

6 55 

7 64 


The analysis of working capital on preceding pages disclosed a 
decrease in the working capital ratio and a decrease in the acid test 
ratio. Another weakening of the working capital now appears: 
The inventories are moving less rapidly. 
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Analysis of Receivables 

Attention has already been directed to the 12% increase in selling 
expenses, and to the possibility that this increase resulted from a 
campaign to increase sales in order to dispose of the additional mer- 
chandise which could be produced by the added plant. The 4% 
increase in sales indicated that, if such a campaign was conducted, 
it was not very successful. 

Another question now occurs to us: Has the company, in an 
effort to find a market for increased product, relaxed its credit re- 
quirements, with the result that goods have been sold to customers 
from whom it is more difficult to make collections? Some light may 
be thrown on this question by a computation of the receivable 
turnovers. 

Year Ended December 31, 

mo ms 

Net Sales for the Year. SS50,000.00 $S20, 000.00 

Accounts Receivable — End of Year 10G, 000.00 74,000.00 

Ratio of Sales to Receivables S 02 11.0S 

The ratios of net sales to receivables indicate that the receivables 
at the end of 1949 were less current than those at the end of 194S. 

Summary. The principal features in the foregoing analysis are 
summarized below: 

(1) During the year the company made extensive additions to 

fixed assets: 

Buildings . . . 4S r c 

Machinery . 32 r c 

(2) These increases were accompanied by a 13% increase in 

manufacturing overhead. 

(3) The increases in fixed assets and in manufacturing overhead 

were not accompanied by proportionate increases in the 
volume of sales. Therefore, it seems doubtful that the 
plant expansion was justified. 

(4) The 13% increase in manufacturing overhead, spread over 

5% more material and 6% more labor, increased the unit 
manufacturing costs. 

(5) Consequently, there was a decrease in the rate of gross profit. 

(61 Since the decrease in the rate of gross profit was not com- 
pensated by an increase in sales volume, there was a de- 
crease in the amount of gross profit. 

(7) The selling expenses increased S16.000.00. or 12% — evidently 
as the result of a promotional program to obtain markets 
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for the additional product How ever, the sales increased 
only 4% 

(8) The net operating profit decreased from S35,800 00 m 1948 

to $11,000 00 m 1949 

(9) In an effort to keep the factory busy and reduce unit costs, it 

appears that goods ha\e been manufactured in excess of 
requirements, with a resulting increase in inventories 

(10) And in an effort to dispose of the inventories, it appears that 

sales have been made to poorer credit risks, with the result 
that there are more old accounts on the books than 
heretofore, and larger bad debt losses may be m prospect 
However, there has been no increase in the reserve for 
bad debts 

(11) The working capital ratio has decreased from 3 70 to 3 01 

(12) The working capital position has been weakened further by 

the less liquid distribution of current assets less cash and 
more receivables and inventories — particularly the latter 

(13) The working capital position has been still further weakened 

because the current assets are being converted less 
rapidly than m the past 

(14) This weakening of the current position is evidently making 

it more difficult for the company to pay its current debts, 
as indicated by the increase m current liabilities from 
570,000 00 to S 100,000 00 — an increase of 43% 
Limitations of statement analysis Comparative balance sheets, 
profit and loss statements, and statements of cost of goods manu 
factured and sold may not contain all the information required to 
reach a positive conclusion After analj^es such as those in the 
preceding lllustrativ e case have been made, it is advisable for anyone 
interested in the business to hav e a conference with the management 
to see whether any of the apparently unsatisfactory conditions or 
trends are subject to explanation 

For example, the president of the A B Company might tell us 

The plant additions were made in the latter part of 1949, and 
were in operation only during a part of December 
The large returns in 1949 were the result of a sale of unsatis- 
factory merchandise to one customer The cause of the 
defect in the merchandise has been corrected 
The 13% increase in manufacturing overhead, compared with 
the increases of 5% in material and 6% in labor, resulted 
from the fact that operations were charged with some ex- 
penditures during the construction period which could have 
been capitalized 
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During 1950 it will be possible to keep the plant sufficiently 
busy to cut down the unit overhead costs to about the 194S 
level. 

The management feels optimistic about being able to increase 
the sales materially, because there are already on hand 
numerous orders which resulted from the extensive (and 
expensive) sales campaign conducted toward the end of 1949, 
which caused the increase in selling expenses. 

The increases in inventories and receivables are temporary. 
The receivables are large because of heavy sales made late 
in December, after the plant was in operation and goods 
were available. The inventories are high in anticipation of 
the filling of orders now held and expected to be received. 

The unfavorable working capital condition and the profit 
record will be corrected, now that the plant is in full opera- 
tion and orders can be filled. 

On the other hand, management may be unable to make any 
explanations which minimize the significance of apparently unfavor- 
able conditions or trends disclosed by statement analyses. 
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Matters Related to Payrolls 

Federal old age benefits taxes. The Social Security Act of 1935, 
as amended, provides for federal government disbursements called 
variously ‘ old age benefits,” “old age and survivors’ benefits,” 
“old age insurance,” and “old age annuities ” These payments in- 
clude monthly benefits to workers who retire at age sixty-fiv e, supple- 
mentary benefits to their wives and dependent children, benefits for 
survivors of wage earners who die, and lump sum payments m some 
cases 

The funds required for these disbursements are obtained from 
taxes (generally called ‘ 0 A B taxes”) levied under the Federal 
Insurance Contributions Act on employers and employees, in 
amounts based on wage payments for services performed in the 
Umted States, Alaska, and Hawaii, and on American vessels The 
following services are excepted agricultural and casual labor, 
domestic services, family employment (such as the employment of 
a child under twenty-one by a parent) service on foreign vessels, 
services for the federal, state, and local governments and foreign 
governments and their instrumentalities, services for religious, 
charitable, and miscellaneous non profit organizations, services for 
rail earners, services of student nurses and internes, services of 
fishermen, and services of persons under eighteen engaged in news 
paper distribution Payments made to an independent contractor 
for services performed are not wages 

The taxes levied on employees are withheld by the employers 
from wage payments, these tax withholdings, as well as the taxes 
levied on the employers, are remitted by the employers to the 
Collector of Internal Revenue 

The law originally provided that the initial rate of 1%, applicable 
to both the employer and the employee, should be increased ^ of 1% 
every three years to a maximum of 3% however, these increases 
were deferred, and the rates, at the time of this writing, are set at 
1% through 1949, 1H% f° r 1950 and 1951, and 2% thereafter 
You should determine the rate currently in effect 

The tax is not levied on wages in excess of S3 ,000 00 paid to a 
worker by one employer during a calendar year However, if an 
individual works for two or more employers during a calendar jear, 
each employer is required to pay the tax on his wage payment® 
482 
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to the employee up to 53,000.00, and to make similar deductions 
from the employee’s wages. The employee can obtain a refund from 
the government for deducted taxes on his aggregate wages for 
the year in excess of $3,000.00; the employers cannot obtain a 
refund. 

Each employer must apply to the Social Security Administration 
for an “identification number,” to be shown on his tax return. Each 
worker must apply to the Administration for an “account number” — 
often referred to as his social security number; the employer must 
be informed of the account number of each of his employees, for 
use in his records and reports. 

The employer is required to report to each employee the amount 
of old age benefit tax deducted from his wages. This may be done 
by giving the employee a report covering one, two, three, or four 
quarters of a year, and showing the name of the employer, the period 
covered, the total amount of wages earned, and the amount of the 
tax deduction. Or the employer may make a similar report to the 
employee at the time of each wage payment. If employment is 
terminated, the employer must give a final statement to the em- 
ployee on the date of the final wage payment. It is believed that 
most employers find it more convenient to report the tax deduction 
at the time of making each wage payment, rather than in reports for 
one or more quarters ; methods of making such reports to employees 
are illustrated on pages 497 and 49S. 

The taxes assessed against the employer and his employees are 
payable by the employer quarterly (for the quarters ended March 31, 
June 30, September 30, and December 31); the returns should be 
filed with the Collector of Internal Revenue not later than the last 
day of the month following the period covered by the return. An 
illustration of the employer’s tax return (Form SS-la) is shown on 
page 4S4; if more than one sheet is required, continuation sheets 
are used. 

It will be observed that the amounts of the employer’s tax and 
the total employees’ taxes may differ. This is because, in the 
computation of the taxes, fractional cents are ignored if they are 
less than half a cent; if more than a half cent, they are regarded 
as a cent. 

The employer is required to maintain records which show, as to 
each employee, his name, address, and social security number; the 
total compensation due him at each pay date; any portion thereof 
not subject to tax: the period covered by the payment; and the 
amount of old age benefit insurance tax deducted. The employer 
must also keep copies of all returns and reports filed by him with 
government authorities. 
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Federal unemployment insurance taxes. Taxes are levied 
against employers (but not against employees) under the Federal 
Unemployment Tax Act to obtain funds required to meet the pro- 
visions of the Social Security Act relative to unemployment insur- 
ance, sometimes called unemployment compensation. Unemployment 
compensation payments are not made by the federal govern- 
ment directly to unemployed persons; the funds obtained by the 
collection of federal unemployment insurance taxes are used to 
make grants to the various states to assist them in earning out 
their own unemployment compensation programs. Laws providing 
for unemployment compensation payments have been enacted br- 
ail the states and territories. 

Unlike the federal old age benefit tax, which is assessed against 
an employer with one or more employees in covered employment, 
the federal unemployment insurance taxes are assessed against only 
certain employers, as defined in the law, as follows: 

“The term ‘employer’ does not include any person unless on each 
day of some twenty days during the taxable year, each day being in a 
different calendar week, the total number of individuals who were 
employed by him in employment for some portion of the day (whether 
or not at the same moment of time) was eight or more.” 

The expression “employed by him in employment” has the 
significance of employed by him in covered employment, or, in other 
words, not employed in the performance of exempt services. The 
sendees which are exempt, or excepted, for purposes of this act are 
almost identical with those mentioned on page 4S2 in the discussion 
of federal old age benefit taxes. A person is not subject to the 
federal unemployment insurance tax unless he has employed at 
least eight individuals for the performance of nonexempt sendees on 
at least one day during at least twenty different weeks of the taxable 
year; and an employer who is subject to the tax is assessed on the 
basis of wages paid to only those employees who are engaged in the 
performance of nonexempt sendees. 

The federal unemployment insurance tax rate is 3% : wages in 
excess of S3, 000.00 paid to any one individual during the taxable 
year are not subject to the tax. Although the tax rate is 3 %, the 
employer is entitled to a credit for taxes paid to the states and ter- 
ritories under their unemployment compensation laws. This credit 
cannot be more than 90% of the tax assessed by the federal govern- 
ment at the 3% rate. Because of this provision in the federal law, 
the states have generally established a 2.7 % unemployment com- 
pensation tax rate. Since taxable wages are generally (though 
subject to some minor exceptions) computed in the same manner for 
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both federal and state taxes, the tax rates are usually considered to 
be as follows 


Federal tax 3% 

State tax 2 7 

Total 30% 

Although the basic rate for state taxes is 2 7%, the tax actually 
payable to a state may be computed at a lower rate Since one of 
the purposes of state unemployment legislation is to stabilize 
employment, the state laws contain provisions for merit-rating 
plans, under these provisions, an employer who establishes a good 
record for stable employment (thus reducing the claims upon state 
funds for unemployment compensation) may obtain the benefit of a 
state tax rate much lower than 2 7% In order to assure the em- 
ployer of the enjoyment of the tax saving resulting from the reduced 
state rate, the federal law provides that an employer paying a state 
tax at a rate less than 2 7%, as a result of the state’s ment-ratmg 
plan, may deduct as a credit an amount computed at the 2 7% rate 
or at the highest rate applicable to any tax payer in the state, 
whichever is lower, the amount of the credit cannot, of course, be 
more than 90% of the federal tax 

The employer must file his federal unemployment tax return 
with the Collector of Internal Revenue on or before January 31 
following the taxable calendar year To assure himself of obtaining 
the credit for state taxes, these taxes should be paid not later than 
January 31 

The federal tax return is made on Form 940, illustrated on page 
487 

There are two supporting schedules on the back of Form 940 
Schedule A explains the deduction taken in Item 2 of Form 940 for 
nontaxable remuneration Schedule B shows the credit for state 
taxes paid, or the credit to which the employer is entitled if his state 
tax rate under the ment-ratmg plan is less than 2 7% , if taxes are 
paid to more than one state, the amount of the payment to each 
state should be shown on this schedule 

The federal tax may be paid at the time the return is filed, or 
it may be paid in quarterly installments, on March 31, June 30, 
September 30, and December 31 of the year f ollowmg that for which 
the tax is assessed 

The employer’s records should contain all information required 
to support his tax return / 

State unemployment compensation taxes Stimulated by the 
enactment of the federal unemployment insurance legislation, which 
provided for federal grants to the states as an aid in financing their 
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unemployment compensation programs, all the states and territories 
have passed laws which ha%e, in general, the following principal 
objeetn e_ 

(1) The payment of compensation, of limited amounts and for 

limited periods, to unemplo) ed w orkere 

(2) The operation of facih*ie c to assist employers in obtaining 

employ ee and to a^irt workers in obtaining empkyment 

(3) The encouragement of emplo) ere to stabilize employment, 

the inducement offered is a reduction in the tax rate, 

through the operation of merit-rating systems 

Since the laws of the several states differ in mam particulars, 
it la po c ible here to gn e onh a general discussion. All the states 
lei 3 a tax on emplo} era a lerv fen ako lev> a tax on emplo) ees 
The list of exempt sen ices in the federal law is rather closel) fol 
Ion ed in mort of *he state laws Whereas the federal unemployment 
insurance tax is a'^sed against onlv those employers who have 
eight or more emplo} ee* man) of the states assess taxes on em- 
ploy ers of a smaJl°r number of individuals — ev en as fen as one In 
mo t stat^= the tax not assessed on salane? in excess of S3 000 00 
In gpnprah the rtate tax rate is ba'icalh 2 7 c c but provision is made 
in some of the lan-s for increased rates if the) are essential to meet 
di bursement requirements \31 rtate laws mclude a ment-ratmg 
p’an of some kind these plans are intended to effect lower taxes b) 
a reduction of the tax rat* or b> a credit against taxes for emplo) ers 
who h2ie ertablished (dunng an experience period usuall) of three 
years) a fai orable reeo r d of stable employment The resen e ratio 
plan is typical in principle it operates as follows 

Assume that an emplo) er s av erage annual payroll for three 
3 ears has been SI 00 000 00 

Assume also, that the balance in the state’s resene account 
with thin emplov er is $9 000 00 this in the excesn of the taxes 
paid b\ this employ er oi er the amounts of benefits paid b3 
thf rtate to hin former emplov ees 
The resen e ratio 000 00 - $100 000 00) is 9% 

The higher the reserve ratio the lower the tax rate 

Mo c+ s + aten require emplo3 ers to file returns quarter^ and to pay 
the tax b3 the end of the month following the close of the quarter 
^ince the amount of taxable w ages paid to an individual is usuall) 
one of the factors determining the amounts of benefits pa) able to 
him -sih^n he is unemplov ed emplcrv ere are required to file informa- 
tion returns showing the amount of compensation paid to each 
emp^o) ee dunng the period. 

The states require emplo) ere to maintain a compensation record 
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for each employee, showing, among other tilings, the period of em- 
ployment, the reason for termination of employment, the cause of 
lost time, and the amounts of periodical payments of compensation 
to him during the period of employment. The specific requirements 
of each state are shown in its published regulations. 

Federal income tax withholding. Employers of one or more 
employees are required to withhold federal income taxes from the 
wages of employees, except exempt wage payments, which are: 

(a) For sendees performed as a member of the military or naval 

forces of the United States, other than pensions and retired 
pay includible in gross income, 

(b) For agricultural labor, 

(c) For domestic sendee in a private home, local college club, or 

local chapter of a college fraternity or sorority, 

(d) For casual labor not in the course of the emploj'er’s trade or 

business, 

(e) For services by a citizen or resident of the United States for 

a foreign government, 

(f) For sendees performed by a nonresident alien (except that 

wages paid to residents of Canada and Mexico who com- 
mute to work in the United States are subject to tax with- 
holding), 

(g) For sendees for an employer performed by a citizen of the 

United States if it is reasonable to believe that: (1) 
during the entire calendar year the employee will be a 
bona fide resident of a foreign country; or (2) at least S0% 
of the wages paid by the employer will be for sendees in 
a U. S. possession. 

(h) For sendees performed as a minister of the gospel, or 

(i) As fees (but not salaries) to a public official. 

The amount withheld from an employee’s wages is affected by 
the amount of his income and the number of exemptions (SGOO.OO 
each). 

An individual is entitled to: 

(1) An exemption for himself. 

(2) An additional exemption if he is over 65, or will become 65 

on or before January 1 of the following year. 

(3) An additional exemption if he is blind. 

If the employee is married he can claim any of the above exemp- 
tions his spouse could claim if she were employed — unless, of course, 
she is employed and claims them herself. 

(4) An exemption for each dependent. No additional exemp- 

tions are allowed for aged or blind dependents. 
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A dependent ls a person who is closely related to the taxpayer, 
who has a gross income of less than $500 00 for the year, and who 
recei\ ed more than half of Ins support for the y ear from the taxpayer 
In order to determine the amount of tax which he should with- 
hold from an employee s compensation, the employer must know 
the number of dependents claimed by the employee Therefore, the 
employee 13 required to furnish an Employee's Withholding Exemp 
tion Certificate (Form W-4) to his employer 

If the employee’s status as to exemptions changes during the 
year, he should give his employer an amended certificate, he is 
required to do so if the number of exemptions decreases, and he is 
permitted to do so if the number of exemptions increases. 

Although, m this discussion of income tax withholdings, we are 
concerned primarily with the employer’s payroll procedures, inci- 
dental mention is made of the fact that employees should inform 
themseh es as to whether they are required, or it is to their adv an- 
tage, to file returns at the end of the year 

The employer’s report and payment procedures are summarized 
below ' 

By the 10th of each month the employ er should deposit in a 
depositary bank authorized by the Secretary of the Treasury 
the amount of tax withheld during the previous month if the 
amount thereof was $100 00 or more He should be given a 
depositary receipt by the bank. 

On or before Apnl 30, July 31, October 31, and January 31 of 
each year, the employer should file a quarterly report 
(Form TV— 2, see page 491) with the Collector of Internal 
Revenue and pay, either in cash or by submission of de- 
positary receipts, the amount of taxes withheld during the 
previous quarter 
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On or before January 31 the employer should gne each of his 
employees a withholding receipt (Form \V-2> see page 491) 
showing the employee's total wages for the preceding year 
and the amount of tax withheld therefrom If an employ ee’s 
employment is terminated, the employer should gne him , 
at the time of the last wage payment, a withholding receipt 
covering the portion of the year during which he was 
employed 

On or before January 31 the employer should file with the 
Collector of Internal Revenue a Reconciliation of Quarterly 
Returns (Form W-3), which summarizes the amounts of 
taxes shown by the quarterly returns Form W-3 should 
be accompanied by carbon copies of all forms W-2 gn en to 
employees, and by a listing (which may be in the form of an 
adding machine tape) of the amounts of withheld taxes as 
shown by the W-2 forms, the total of this listing should 
agree with the total for the year as shown by Form W-3 

Other payroll deductions. Employers may make other deduc- 
tions from payrolls, such as the following deductions for premiums 
for group hospital insurance, deductions for purchases of government 
bonds for the employ ees, and deductions for payment of union dues 

Requirements of Federal Fair Labor Standards Act. This act 
establishes a minimum hourly wage rate and maximum hours of 
work per week for certain classes of employees of concerns engaged 
directly or indirectly in interstate commerce, and provides that 
payment for overtime hours in excess of 40 hours durmg any work 
week shall be at the rate of \A times the regular hourly wage The 
act also requires that employers subject to it shall maintain a record 
for each subject employ ee showing his name, address, date of birth 
(if under 19), occupation, work week, regular rate of pay per hour, 
basis of wage payment (hour, week, month, piecework, and so on), 
hours worked per day and per work week, daily or weekly' wages at 
his regular rate, weekly wages at overtime rate, miscellaneous addi- 
tions to or deductions from wages, total periodical wage payments, 
and date of payment 

Following are some illustrations of the application of the require- 
ment for the payment of wages at l l A times the regular hourly rate 
for hours of work in excess of 40 dunng any work week 

(1) A’s regular hourly rate is SI 00 He works 45 hours dunng 
one week His wages are computed as follows 
45 hours at SI 00 00 

5 hours at 50 3 50 

Total $47 50 
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(2) B’s wages are S5S.50 a week for a regular work week of 

39 hours (7 hours a day for 5 days, and 4 hours on Satur- 
day). He works 45 hours during one week. 

S5S.50 -f- 39 = SI. 50 regular hourly rate. 

45 hours at S1.50 = S67.50 

5 hours at .75 = 3.75 (Excess payment for hours over 40) 

T °ta! $71.25 

(3) C accepts a position with the understanding that he is to 

work 7 hours per day during each of the 6 days of his 
work week, and is to receive a weekly wage of SS6.00. He 
works 50 hours during one week. To determine his regu- 
lar hourly rate we must remember that his regular work 
week consists of 42 hours, and that for 2 of these hours he 
is being paid lj.4 times the regular hourly rate; in other 
words, for the 2 hours regularly worked in addition to 

40 hours, he is given the equivalent of 3 hours’ pay. 
Therefore, 

SSG.OO 4- 43 = $2.00, the regular hourly rate. 

If he works the regular 42 hours, his wage is (theoretically) 
computed as follows: 

42 hours at $2.00 = $S4.00 
2 hours at 1.00 = 2.00 (Excess for hours over 40) 

Total $S6.00 


For the week that he works 50 hours, his wage is: 

50 hours at $2.00 = $100.00 

10 hours at 1.00 = 10.00 (Excess for hours over 40) 

Total $110.00 

If wages are paid monthly or semimonthly, recognition must be 
given to the fact that the time-and-one-half requirement applies to 
each work week separately. To illustrate, assume that an em- 
ployee, whose regular hourly rate is SI. 00, was paid for the half- 
month ended Wednesday, July 15, and that he was entitled to no 
overtime payment for that period. We are now to compute his 
wage payment for the last half of July; we require the following 
information as to hours worked: 

In prior payroll period : 


Mondnv, Julv 13 8 

Tuesday, 14 S 

Wednesday, “ 15 S 
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Id current payroll period: 

Thursday, July 16 

Friday, “ 17 

Saturday, “ 18 

Monday, “ 20 

Tuesday, “ 21 

Wednesday, “ 22 

Thursday, “ 23 

Friday, “ 24 

Saturday, “ 25 

Monday, “ 27 

Tuesday, “ 28 

Wednesday, “ 29 

Thursday, “ 30 

Friday, " 31 


6 

7 

7 

S 


7 


His total wage payment for the semimonthly period is computed 
as follows. 


(a) For the portion of the work week ended July 18: 

Considering that work week as a whole, he worked 44 
hours. Since, at the time of making the payment for the 
period ended July 15, it was not known whether he would 
work over 40 hours during the entire week, he was paid for 
the first 3 days at the regular rate. We now find that he 
worked 44 hours during that week, 20 of them during the 
current payroll period. Therefore, the payment to him 
now should be: 

20 hours at SI 00 = *20 00 
4 hours at .60 2 00 

Total $2200 

(b) For the work week ended July 25 • 

During this week he worked 41 hours. For it he should be 
paid: 


41 hours at $1 00 = S41 00 

1 hour at 60 50 

Total $4150 

(c) For the portion of the work week ended July 31: 

Although he had already worked 40 hours during the week, 
there was no certainty on Friday night that he would 
work on Saturday. Therefore, he should be paid: 


40 hours at $1 00 *= $40 00 
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His total wage payment for the semimonthly period is the 
total of the items shown below 


For partial work week ended July 18 $ 22 00 

For work week ended July 2o 4150 

For partial work week ended July 31 40 00 

Total >103 50 


Payroll procedures The payroll summary on page 495 furnishes 
information required for the entries in the ledger accounts applicable 
to wages and payroll deductions Postings of column totals may be 
made directly from the payroll summary to the ledger, the debits 
and credits are shown below 

'Wages (if it is desired to debit various accounts for 
amounts of wages payable for different services an 
analysis must be made to obtain the information for 
this purpose) 3 2G5 20 

Federal O A B Taxes V. ithheld from Employees 30 50 

Federal Income Taxes Withheld from Employees 381 80 

Wages Payable 2 8o2 81 

Some companies consider it satisfactory to use one account, 
“Federal Taxes Withheld from Employees,” for both the O A B 
and the income tax withholdings If this is done, the entries m the 
account should be identified, so that the bability on each class of 
tax can be determined 

It will be observed that the amount shown in the payroll sum 
mary for O A B withholdings is not exactly 1% of the payroll 
this is presumably because some of the wage payments represented 
excesses over $8 000 00, which therefore were not subject to the 
social security taxes 

The employer should compute his own liability for social security 
taxes as follows 


Total wages $3 265 20 

Wages not subject to social security taxes 208 10 

Wages subject to taxes >3 057 10 

Taxes 

O A B— 1% 8 30 57 

Federal unemployment — 3% 917 

State unemployment (say 27%) 8254 

8 122 28 


The entry to record the expense and the liabilities for these taxes 
may be as follows 


Taxes (separate expense accounts may be used if des red) 1 22 28 

O A B Taxes Payable 30 57 

Federal Unemployment Taxes Payable 9 17 

State Unemployment Taxes Payable 82 5( 
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To meet the requirements of the social security legislation, it is 
also desirable to keep, for each employee, an individual employment 
and compensation record, similar to that illustrated on page 497. 

To comply with legal requirements, payroll records with support- 
ing data should be retained for four years. 

Wage payment reports to employees. As previously stated, 
most employers consider it preferable to make the reports to em- 
ployees of payroll deductions, required by the law, at the time of 
each wage payment rather than at periodical intervals. Two 
customary forms are illustrated. 

If wages are paid by check, a stub may be attached to the check 
and the data may be shown on the stub. Such a check is illus- 
trated on page 497. 

If wages are paid in cash, the pay envelope may be printed as 
in the following illustration: 


THE BROWN COMPANY 

Employee's 




Hours 

Wages 

Regular 


Overtime 


Total 


Deductions: 


0 A B. tax 


U. S. Inc. tax 


War bonds 


Insurance 




Total deductions 


Cash enclosed 
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Locating Errors 

It js impracticable to attempt to state a procedure vrhieh can 
invariably be followed, step by step, in locating errors in the general 
ledger or in the subsidiary records. Experience is the best guide, 
but the following suggestions may be helpful. 

Checking the general ledger. It is usually advisable to locate 
any errors in the general ledger before looking for errors in the 
subsidiary records. Until the general ledger is in balance, there can 
be no assurance that the controlling accounts are correct. Suppose, 
for instance, that the general ledger is out of balance and that the 
accounts receivable ledger is not in agreement with its control; it 
may be that the Accounts Receivable controlling account is incorrect 
and that, after the error in that account has been located, the sub- 
sidiary ledger and the controlling account will be in agreement. 

If the general ledger is out of balance, the following procedure 
may be followed by the bookkeeper: 

(1) Refoot the general ledger trial balance. 

(2) See that the ledger balances have been correctly transcribed 

to the trial balance, watching for errors in amounts, for 
debit balances entered on the credit side of the trial bal- 
ance or vice versa, and for ledger balances omitted from 
the trial balance. 

(3) Recompute the ledger balances and refoot the debit and 

credit sides of the accounts. 

(4) Check the postings from the books of original entry to the 

ledger, watching for errors in amounts and for postings to 
the wrong side of an account. As mentioned in Chapter 
10, entries affecting controlling accounts are sometimes 
made in books of original entry which do not contain 
special columns for the controlling accounts affected: the 
amounts are entered in the General Ledger column and 
are posted twice: to the controlling account and to the 
subsidiary ledger. In checking the postings, give special 
attention to such items to be sure that they have been 
properly posted. 

As each item in a book of original entry is traced to the 
ledger, place a cheek mark beside the amount in the book 
of original entry and also beside the amount in the ledger. 
After this work has been completed, look for unchecked 
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items in the books of original entry (indicating items 
which have not been posted), and for unchecked items in 
the ledger (indicating entries which have been posted 
twice, or which, for some other reason, do not belong m 
the ledger) 

(5) Refoot the books of original entry If a book contains debit 
and credit columns (as in the voucher register, which con- 
tains a Vouchers Payable and a General Ledger credit 
column and numerous debit columns) cross-foot the 
column totals to see that the sum of the debit column totals 
is equal to the sum of the credit column totals 

Postmg to work sheets If the procedure described above does 
not result in locating the error, it may be necessary to post all the 
entnes to work sheets Using sheets as large as can easilj be 
handled, head up skeleton accounts, thus 

Cash Accounts Receivable Notes Receivable 


Provide skeleton accounts for all the accounts in the ledger, 
putting as many accounts as possible on one page, and allowing only 
as much space as is necessarj in each account Copy into the 
skeleton accounts all the ledger balances at the beginning of the 
period, take a trial balance of the skeleton accounts, thus proving 
that the accounts were in balance at the beginning of the month or 
the year Post all the entnes from the books of onginal entry, 
entering only the reference to the book of original entry and the 
amount, thus 

Accounts Receivable 

BaL 10 000 1 RS 1000 

S 30000CR 27000 

|J 1 500 

After completing the postmg to the work sheets, compute the 
balance of each work sheet account and compare it with the balance 
of the corresponding ledger account If the balance of a work sheet 
account does not agree with the balance of the corresponding ledger 
account, compare the entnes in the ledger account with the entries 
in the work sheet account 

This procedure is called abstracting the boohs of onginal entry, and 
will often locate an error after all other methods have failed 
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Checking the subsidiary ledgers. After the general ledger has 
been balanced, if a subsidiary ledger does not agree with its control : 

(1) It may be tentatively assumed that the general ledger is cor- 

rect and that the error lies in the subsidiary ledger. 

(a) Refoot the schedule of the subsidiary ledger. 

(b) See that the balances of the subsidiary ledger accounts 

have been correctly transcribed from the ledger to 
the schedule, watching for errors in amounts and for 
balances omitted from the schedule. In some cases, 
subsidiary ledgers which normally contain only 
debit balances fas the accounts receivable ledger) 
have a few credit balances, and ledgers which 
normally contain only credit balances (as the ac- 
counts payable ledger) have a few debit balances: 
such exceptional balances should be watched for. 

(c) Recompute the ledger balances and refoot the two 

sides of the accounts. 

(d) Trace all postings from the books of original entry to 

the subsidiary ledgers, place check marks beside the 
entries in the books of original entry and the 
accounts, and look for unchecked items. 

(2) The assumption that the error is in the subsidiary ledger may 

be incorrect. Suppose, for instance, that a sales book 
appears as follows: 

Sales Book 

Date J Xatne \ , Anoint 

19 — J | 

July! 3 John Smith, 
jlo, William Brown 
,29 Trod White 

5 i 

This sales book has been incorrectly footed: the total should 
be 81,400.00 instead of 81.500.00. The error in footing re- 
sulted in an excess debit to Accounts Receivable control 
and a similar excess credit to Sales, and left the general 
ledger in balance — but incorrect. The subsidiary ac- 
counts receivable ledger will not agree with its control: but 
the error is in the general ledger, notwithstanding the fact 
that the general ledger is in balance. 

Because of such possibilities, all posted column totals should 
be verified by refooting. 


500 00 
600 00 
300 90 


, 1 .. 
1 * 10 ”' 


>90 00 
9XU) 
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Checking other subsidiary records The voucher register is a 
subsidiary record, but postings are not made to it as they are to a 
subsidiary accounts receivable or accounts payable ledger The 
open or unpaid items consist of those entries which have no notations 
in the Date Paid column If the schedule of open items in the 
voucher register does not agree with the balance of the Vouchers 
Payable account 

(1) Refoot the Vouchers Payable column to see that the total 

posted to the controlling account is correct 

(2) See whether there are any debits to Vouchers Payable in the 

Sundry Accounts column, recording cancellations of 
vouchers on account of partial payments o- other adjust- 
ments if any such debits to Vouchers Payable are found, 
see that they have been correctly posted 

(3) The cash disbursements book shows the numbers of all paid 

vouchers, working from the cash disbursements book, see 
that notations ha\e been made in the Date Paid column 
for all paid v ouchers 

(4) Vouchers are sometimes canceled by the issuance of notes, 

with entries in the journal debiting Vouchers Payable and 
crediting Notes Payable in such cases notations should be 
made in the Date Paid column of the voucher register 
See that all such notations have been made 

The note registers may be subsidiary records if so, the open 
items should agree with the balances in the Notes Receivable and 
Notes Payable accounts If the notes receivable register is out of 
agreement with the controlling account 

(1) See that there is an entry in the register for each note received 

and recorded in the journal (notes received on account) or 
in the cash disbursements book or voucher register (notes 
recen ed for money loaned) 

(2) See that a notation in the Date Paid column of the register 

has been made for each note collected (recorded in the cash 
receipts book) or otherwise canceled (recorded in the 
journal or elsewhere) 

If the notes payable register is out of agreement with its control, 
a simitar procedure may be followed 

Expense ledgers or analysis records are also subsidiary records 
If they do not agree with their controls 

(1) Refoot the summaries prepared at the end of the month, or 
recompute the balances of the accounts (if accounts are 
kept) 
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(2) Check all postings from the voucher register (or from the 
vouchers, if postings are made from the vouchers) and 
watch particularly for charges or credits to expense con- 
trols from other books, seeing that entries have also been 
made in the subsidiary records. For instance, deprecia- 
tion charges will be recorded in the journal, expense adjust- 
ments may also be made in the journal, and refunds 
credited to expense may be recorded in the cash receipts 
book. 

Special tests. Certain special tests may be applied in locating 
errors in the general ledger or in finding differences between the sub- 
sidiary ledger's and the controls. These tests, which are illustrated 
below, may be applied before beginning the routine already de- 
scribed. 

(1) Determine the exact difference to be located: for instance, 

assume that the debit total of the general ledger trial bal- 
ance is 850,200.00 and that the credit total is 850,000.00; 
the difference is 8200.00 — too little credit or too much 
debit. 

(a) Look for a credit balance of 8200.00 in the ledger: it 

may have been omitted from the trial balance. 

(b) Look for a 8200.00 error in transcribing the balances 

from the ledger accounts: for instance, a debit bal- 
ance of 82,000.00 entered in the trial balance as 
82,200.00, or a credit balance of 82,200.00 entered in 
the trial balance as 82,000.00. 

(c) Look for an entry of 8200.00 in the books of original 

entry; if it is a credit, it may not have been posted: 
if it is a debit, it may have been posted twice. 

(2) Treating a debit as a credit (or vice versa) cither in posting 

or in transferring balances to the trial balance will produce 
a trial balance difference of twice the amount of the item 
incorrectly treated. Therefore, divide the trial balance 
difference by two: in the foregoing illustration the quotient 
will be 8100.00. Since we have too much debit (or too 
little credit): 

(a) Look for a credit balance of 8100.00 in the ledger and 

sec whether it may have been entered on the debit 
side of the trial balance. 

(b) Look for a credit entry of 8100.00 in the books of 

original entry and see if it may have been posted to 
the debit side of the ledger. 
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(3) Transpositions of figures (for instance, $78 50 posted as 
$75 80) are errors frequently and easily made, they should 
be constantly guarded against and may be sought for if 
the books are out of balance A transposition of two 
figures will produce an error of an amount exactly divisible 
by nine, if the transposed figures are in adjacent decimal 
positions, the significant figure of the quotient after divid- 
ing by nine will be the difference between the figures 
transposed, and the decimal position of this significant 
figure will be that of the right of the two numbers trans- 
posed 

As an illustration 


An entry of $78 50 

Posted as 75 80 

Will cause an error of 5 2 70 

Dividing this difference by 9 will produce a quotient of 30 


Since the difference ($2 70) is exactly divisible by 9 a transposition 
is indicated the difference between the figures transposed ap- 
pears to be 3 and these figures appear to be in the dimes column 
and the column at its left Hence we may look for items (ledger 
balances or entries) where the difference between the two figures 
in the dimes and dollars places is 3 as in the number $78 50 

As another illustration 


An entry of $613 50 

Posted as 163 50 

Vi ill produce a difference of $450 00 

The quotient after dividing by 9 is 50 00 


Suggesting a transposition (in the tens and hundreds columns) 
of two figures with a difference of 5 

These special tests for transpositions are sometimes helpful in 
locating errors, but the other methods described are more likely to 
be effective 

Correcting errors. Erasures in accounting books should be 
avoided, since they tend to discredit the records Corrections 
should be made by drawing a line through the incorrect entry and 
making the correct entrj abo\e it, or by a journal entry, thus 

Machinery and Equipment 500 00 

Buildings 500 00 

To correct improper posting of voucher register entry of 
June 15 Debit was posted to Buildings account should 
have been posted to Machinery and Equipment 



APPENDIX 3 

Preparation of Monthly Statements When Books Are 
Closed Annually 

On pages 500 and 507 are working papers prepared at the end of 
January. The books of the company were closed on the preceding 
December 31. They were not closed on January 31. Therefore, on 
February 2S, 

The Inventor}- account balance shows the amount of the 
inventory on December 31. 

The Surplus account balance shows the balance on Decem- 
ber 31. 

The balances of the income and expense accounts show results 
of operations for the two months ended February 2S. 

The asset and liability account balances show assets (other 
than inventory) and liabilities at the end of February. 

If it is desired to prepare statements for the two months ended 
February 2S, the working papers can be prepared in the manner 
with which you are already familiar. 

However, if it is desired to piepare operating statements for 
February, the account balances will not show operating results for 
that month, and it will be necessary to deduct January 31 balances 
of operating accounts from February 2S balances to determine the 
changes in the account balances during February. Refer to the 
working papers on pages SOS and 509 and observe the following: 

The trial balances after adjustment, on January 31 and 
February 28, are entered in the first two pairs of columns. 

The balances in the income and expense accounts (beginning 
with Sales and ending with Federal Income Tax) on January 
31 are deducted from the balances on February 2S, and the 
differences (resulting from February transactions) are ex- 
tended to the February Profit and Loss columns. 

The inventory on December 31 is not extended to any column. 

The inventory at the end of January (which was shown in the 
January working papers) is entered in the Profit and Loss 
debit column: and the inventory at the end of February is 
entered in the Profit and Loss credit and the Balance Sheet 
debit columns. 

The balance in the Profit and Loss columns then shows the 
net income for February. This is entered as a balancing 
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figure in the Profit and Loss debit column and is extended to 
the Surplus credit column 

The balance of the Surplus account as of December 31 is 
entered in the Surplus credit column The net income for 
January, shown by the working papers for that month, is 
also entered m the Surplus credit column The balance of 
the Surplus columns then shows the surplus at the end of 
February, the amount is entered m the Surplus debit col- 
umn as a balancing figure, and is extended to the Balance 
Sheet credit column 

The February 28 balances m the asset, liability, and capital 
stock accounts are extended to the Balance Sheet columns, 
and these columns are footed 

The statements for January and February are not shown, thej 
would be prepared from the working papers in the usual manner 



ASSIGNMENT MATERIAL 

Ruled forms especially adapted to the solutions of all Group A problems are 
provided in the envelopes of laboratory material accompanying the text. 

Journal, ledger, and analysis paper is suitable for solutions to most of the 
Group B problems. A pad of such paper, as well as some ruled forms more spe- 
cifically adapted to the solutions of some problems, is available. 

If no year is stated in the questions, problems, and practice sets, use the current 
year. 
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Questions 

1 XMiu** toy If iiabiu* i<+ and n*** tio^b 

2- IVfrat art- yyme o^ 'Ik itawiif i In ass' b- (idle salue’ 

2 Jii v^lrft 1 »4) nr- UdbUi*iifc and ii<* v. ortb mindd' 4 Jn what was sre the\ 

•* 

4- Vfiti three aba* - voVa*** lUtis'-ra* lujr different usct yf the «d faint, 
and w j!lu8*M*mjr the use o f de(< sd 

C Mill of *he luJkn mg equd’tont are 8*atementa of fart’ 

(a; Am» a -t Liabilities - \h* \\ yr*h 
(b A*y ,/ Liabib i to - V t \1 ortL 
‘ Asset* Net \\ vf*b - Liability i- 
(d Aamtt -* Ne* \lortl - Liability t 
if) Aiw»ti * Liaoih* ie»- -f Let Worth 

S A Undue* alyy-t it an eyp'-ewnju uf one of the foregjmg equations TVjhHi 
one’ 

7 3Jo» are awt* hdbik’ier and n*** worth affected bj each of the following 
I'aui-.a divas’ 

{a; fmy uy-tit y f flOOUOOO bj ts'oekholdert m exchange for capital 

a’vL 

(by Purdiav yf a fuck on amount fur T£ 000 00 from Acme Tru^k Co 

(* ) Itw* ipt of a tOVJ 00 by in cash 

(dy La mik ot vf ?1 0/J W to A* in*- 1 ru k Co on account 

(« ) Lto UK-lit Of tlOO 00 for *-7\* UbCF 

t One ruH* for d< biting and * r*-diting 
(ay Afsb<*tK a*-* ouutfe 
(b Lid bill*' amount* 

(<> Let wort I aeeyuuts 

0 M iiat is tin purpov yf taking a trial balance’ 

10 11 im* fa* U are «b jw n by the heading yf a trial balance’ 

21 H hat fd'-tt- are i*ho» n b\ the heading of a balance ebe*-t’ 

12 On whi'li aid* 5 vf a baldu*-* blieet ehould jou show 
{a) Atorta 4 
(b) Liabilities’ 

(cj L<-t worth’ 

12 W by a*e the two aides o* a balance thy t equal’ 

1L (1 h** n< t worth of a corporation it ahow n in the balance short as the sum of 
tw o it*i tit 11 list are tli*-y two items and a hat do they repnaent’ 

1C flow inav the surplus of a cjrpvation be increased’ Hyw may it be 
th* reused’ 

IS in » i» double entry bookkeeping eo designated? 
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17. Should the amount receivable from each debtor and the amount payable 
to each creditor be shown in the balance sheet? 

Problems — Group A 

Problem A-l. Following are the transactions of Smythe Advertising Company 
for the month of February. Record the transactions in ledger accounts, take a 
trial balance, and prepare a balance sheet. 

Feb. 1 — F. B. Smythe and C. E. Ellis organized the Smythe Advertising Company. 

Smythe invested -$10,000.00 and Ellis invested $15,000.00: capital 
stock of §25,000.00 par value was issued to them. 

3 — The company purchased office furniture for §5,000.00 from The Cooper 

Company, on account. 

4 — Rent for the month was paid, in the amount of §500.00. 

6 — Sundry' expenses totaling §400.00 were paid. 

10 — Collected fees of §5,000.00 from various clients for services during Febru- 
ary. 

15 — Paid The Cooper Company §2,500.00 on account. 

17 — A contract was obtained from the firm of Barton and Brooks for services 
to extend over several months. The amount billed for February was 
§1,000.00. Nothing was collected at this time. 

27 — Paid salaries totaling §3,000.00. 

28 — Collected §500.00 from Barton and Brooks. 

28 — Paid a dividend of §250.00. 

-j Problem A-2. Record the following transactions in ledger accounts, take a 
rial balance, and prepare a balance s.’eet. 

day 1 — O. E. Neff and B. E. Bates organized a corporation known as Caterers, 
Inc. Each contributed §5,000.00 in cash, and shares of capital stock 
were issued to them. 

3 — The company paid §5,000.00 for service equipment, w 

4 — Purchased office equipment, §400.00, from G. E. Robertson on account. 

5 — Collected §250.00 for sendees at a banquet. 

9 — Paid §135.00 for materials used at the banquet. 

13 — Charged Frank Lane §350.00 for catering sendee at his daughter's wed- 
ding. 

15 — Paid §205.00 for materials used at the wedding. 

10 — Paid G. E. Robertson §250.00 on account. 

17 — Paid §75.00 for rent for the first half of the month. 

IS — Collected §200.00 from Frank Lane on account. 

19 — Miscellaneous expenses totaling §75.00 were paid in cash. 

22— Collected §575.00 from The Gorham Company for catering sendees at 
their employees' annual party. 

24 — Paid §320.00 for materials used at the party. 

25 — Collected §375.00 for sendees at a college reunion dinner. 

25 — Paid §60.00 to the entertainers hired for the dinner. 

26 — Paid §125.00 for materials used at the dinner. 

27 — Collected §50.00 from Frank Lane to apply on account. 

2S — Paid rent, §75.00, for the last half of the month. 

30 — Paid salaries for the month, §250.00. 

31 — Paid a dividend of §100.00. 
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Problems — Group B 

Problem B-l The Kenyon Company was organized on July 1, 19 — , and 
capital stock was issued in the amount of 810,000 00 During the month, the 
income of the company totaled $975 00, the expenses totaled 8000 00 and a dividend 
of $100 00 was paid 

Compute the amount of surplus and the amount of net worth to be shown m 
the July 31 balance sheet 

Problem B -2 During August The Kenyon Company’s income amounted to 
$1,100 00 its expenses totaled $795 00, am! a dividend of $100 00 was paid Com- 
pute the amount of surplus anil the amount of net worth to be shown m the August 
31 balance sheet 

Problem B-3 Following is a trial balance taken from the books of Comstock 
Corporation at the end of the first year of its operation Prepare a balance sheet 
of the corporation 

COMSTOCK CORPORATION 
Trial Balance 
December 31, 19- 

Cash 

Tim Mel can 
Joy Barr 
Office Equipment 
Adverting Signs 
Fitch Payne 
Arthur Young 
( apital Stock 
Surplus 


Problem B-4 Record the following transactions 
eight lines for each account 
Oct 1— G E Matthews and II O Wharton organised The W J O Company 
for the purpose of leasing nnd operating radio broadcasting station 
WJO Each invested $10,000 00 in cash, and $20 000 00 of capita! 
stock was issued to them 

2 — They paid $1 000 00 os rent for the broadcasting station for the month 

4 — Purchased S3, 500 00 worth of equipment from The Parker Company on 

account 

5 — Collected 81,800 00 from various companies on contracts to advertise 

tfneir products m Vne 'Octo’oer iirograms 
0 — Obtained an a<h ertismg contract from C E Dorman The charge for 
October was 8700 00 Nothing was collected at this time 
13 — Paid miscellaneous expenses totaling 8195 00 
17 — Paid The Parker Company $1 500 00 on account 
23— Collected $500 00 from C E Dorman on account 

30 — Paid salaries totaling SI 050 00 

31 — Paid a dividend of $200 00 

After recording the transactions, compute the balance of each account (entering 
column totals and balances in pencil), and take a trial balance 
Prepare a balance sheet 


1616 00 
715 00 
1280 00 
1 395 00 
862 00 

19300 
28000 
500000 
389 00 
5 868 00 5 868 00 

in ledger accounts Allow 
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Questions 


1. Why is it desirable to record surplus increa=es and decreases in income, 
expense, and dividend accounts instead of directly in the Surplus account? 

2. Should an income account have a debit or a credit balance? 

3. Should an expense account have a debit or a credit balance? 

4. Should the Dividends account have a debit or a credit balance? 

5. If you were to add the balances of all income accounts and from the total 
deduct the sum of the balances of all the expense accounts, what would the remain- 
der represent? 

6. If, from the remainder determined by the procedure described in the preced- 
ing question, you were to deduct the balance in the Dividends account, what would 
the remainder represent? 

7. Wien separate accounts are kept with income, expense, and dividends, how 
does the trial balance differ from the balance sheet? 

8. Why is it desirable to record transactions in the journal before recording 
them in the ledger? 

9. Why is a journal called a book of original entry? 

10. What facts are shown by a journal entry? 

11. Describe the steps in posting a journal entry. 

12. The entering of the journal page number in the ledger and the ledger page 
number in the journal serves two purposes. What are they? 

13. Why do some bookkeepers prefer to post all the journal debits before posting 
nnj' of the credits? 

14. Wily is it usually unnecessary to write any explanations in the ledger ac- 
counts when entries are posted from the journal? 

15. If the trial balance does not balance, the following steps should be taken: 

(a) Refoot the trial balance. 

(b) See that the balances have been carried correctly from the ledger to 

the trial balance. In taking this step, for what three possible 

errors should you watch? 

(c) Recompute the ledger balances. How is this done? 

(d) Check the postings from the journal to the ledger. 

For what three possible errors should you watch? 

What use is made of check marks in the performance of this opera- 
tion? 

After this checking has been completed, you should look for un- 
checked items in the: 

Journal. What would such unchecked items indicate? 

Ledger. What would such unchecked items indicate? 

(e) See that the debit and credit amounts in each journal entry are equal. 
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16 In what w a\ s do the headings of a Inal balance and a balance sheet differ 
from the headings of a statement of income and expense an 1 a statement of surplus* 

1? A balance she*»* rheas the surplus at the date of the statement. Where l* 
thi« information obtained* 

18 What information is shown br a statement of surplus and where i« jt 
obtain*^’ 

19 What information is shown by a statement of income and expense, and 
where is it obtained’ 


Problems — Group A 

Problem A-L The transactions listed below are those of the Landers Cor- 
poration, which was organized on \ugust 1 Journalize these transactions and 
pos* to the ledge* accounts. Take a trial balance Prepare a statement of income 
anl expense a statement of surp’u c , and a balance sheet For the names of the 
account® to b** used, refer to the ledger in the accompanying laboratory material. 

Aug 1 — Capital stock of a par yalue of $j 000 00 was issued for cash. 

2 — Office equipment w as purchased for $-7)0 0 0 on account from Z C Brock. 
4 — Office rent for the month amounting to $150 00 was paid in cash. 

C — Purchased stationery ink and other office supplies for cash, $25 00 
8 — The company » c engaged m the business of landscaping One job was 
finished today and $40JXX) was collected for the wort done 

13 — Paid $75 00 for materials used. 

15 — The total charge for work fim hed today for T L. Martin was $50000 
Nothing wa« collected from Martin. 

18 — Paid Z C Brock $27 o 00 on account 

19 — Paid $100 09 for supplies used on completed work. 

2-j — Collected $300 00 from T L Martin on account. 

29 — ^alarys of $300 00 w ere paid 

31 — stockholders were paid a dividend of $200 00 

Problem A-2. This problem is based on the transactions of Caterers, Inc., in 
Chapter 1 Make journal entries for the transactions (the accounts to be used 
are shown m the ledger in the laboratory material) post, take a tnal balance, 
prepare a statement of income and expense, a statement of surplus, and a balance 
sheet 


Problems — Group B 

Problem B-l. Set up statements properh reflecting the information which the 
following statement was intended to show 

THE VICTOR COMPANY 
Statement of Income , Expense, and Dividends 
December 31, 13- 

Income from Fees $"> £>00 00 

Deduct 

Exp® uses $1200 00 

Dividends 50000 4 700(10 

Net Jerome for the \ ear 


$ 800 00 
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Problem B-2. Using the information shown by the following accounts, prepare 
a statement of income and expense, and a statement of surplus of The Union 
Company. 


Commissions Earned 





10— 


i 

i 



$ 

"Tim. 

m 


i\ 

300 00 




i 

S3 


15 

200 00 



5 

5 

■Feb. 

21 


2 f . 

17o'00 



{Mar. 

16 


3i 




* 

‘Apr. 

m 


4« 

375 00 



I 

U une 

m 


C, 

425 00 



riuly 

2S 



175 00 



H 

i 

'Sept. 

Nov. 

;DeC. 

IS 


9 




\ 

12 

16] 

11; 


I 

12. 

250,00 


Expense 


19— 



| 

i l ' 


. 

Jan. 

12 


1 

InB 



1 

Feb. 

14 


2 

27500 





Mar. 

& 


a 

5 ! 







25 1 


WmVf S ■Si 





May 

13 







June 

20 


6 

BPSE 5 H||i 





Aug. 

22 


S' 






Oct. 

9 





? 

Nor. 

!0 


u 

150 00' 



1 

Dec. 

17 


12 ] 

325100. 

1 



Dividends 


19 — j 

I 1 

j ! ! 1 

! 1 ! 


June 

30 

Ci 400 00; 

12 I 4oo;oo" ! 


Dec. | 

w 

1 [ ill 



Problem B-3. Journalize the following transactions of The Rembrandt Com- 
pany for the month of June. Use account titles which you consider appropriate. 

June 1 — The corporation was organized, and capital stock of a par value of 
$2, 500.00 was issued for cash. 

3 — Office rent for the month was paid in cash, $125.00. 

4 — Purchased office equipment, $375.00, from J. lx. Lathrop. on account. 

5 — Purchased office supplies for cash, $15.00. 

12 — The company is engaged in interior decorating. $250.00 w as collected 
today for work done. 

14 — Paid $02.00 for supplies used. 

17 — Paid J. K. Lathrop $250.00 on account. 

22— Charged S. M. Benton $345.00 for work done in hL= home. Nothing was 

collected from him. 

23 — Paid $70.00 for supplies used in Benton's home. 

20— Collected $200.00 from S. M. Benton on account. 

30 — Paid a dividend of $250.00. 

Post. Allow ten lines for the Casii account, seven lines for the Expense account, 
and five lines each for all other accounts. Take a trial balance. Prepare a s a e- 
ment of income and expense, a statement of surplus, and a balance s ice . 


8883338888 
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Questions 


1. What is the purpose of preparing working papers 9 

2. Is it always desirable to prepare working papers before preparing the state- 
ment of income and expense, the statement of surplus and the balance sheet 9 

3 After entering the account balances in the Trial Balance columns of the 
working papers, to what column would you extend the balance of each of the 
following accounts 9 

Capital Stock 
Income from Fees 
Cash 

James Brown (an account receivable) 

Dividends 

William Smith (an account payable) 

Furniture and Fixtures 
Expense 

4. How is the net income for the period determined in the working papers 9 
In what columns is the amount of net income entered in the working papers? 
Why is it entered in these columns 9 

5 Assume that the total of the items in the Income and Expense debit column 
exceeded the total of the items m the Income and Expense credit column What 
would be indicated? How would you deal with this situation m the working 
papers 9 

6 How is the surplus at the end of the period determined in the working 
papers 9 In what columns is the amount of surplus entered in the working papers? 
Why is it entered in these columns 9 

7 If, after completing the working papers, you found that the Balance Sheet 
columns did not balance, what steps would you take to locate the error 9 

8 How are statements prepared from the working papers 9 

9 What items appear in the working papers which do not appear in the trial 
balance 9 


Problems — Group A 

Problem A-l. From the following trial balance, prepare working papers for 
the month Also prepare a statement of income and expense, a statement of 
surplus, and a balance sheet 


DELIVERERS, INC. 
Tnal Balance 
June 30, 19 — 


Cash 

C E Wolfe 
Delivery Trucks 


518 


295 00 
3,950 00 



519 


ASSIGNMENT MATERIAL— CHAPTER 3 

Hayward Motors Company 
The Peebles Company . 

Capital Stock. 

Delivery Income 

Expense . 976 00 

Dividends . 250 00 

S.S1Q 00 

Problem A-2. Journalize the foliowing transactions: 

Mar. 1 — Josef Allison and Robert Benson organized a corporation, known as 
Actors, Inc. The stockholders were five actors and actresses, and the 
company was organized for the purpose of presenting a senes of plavs. 
There were 50 shares of stock of $100 00 par value All the stock was 
sold for cash. 

2 — Paid $2, 000.00 for costumes. 

5 — Paid S25 00 as a royalty on a play. (Charge Expense ) 

8 — Purchased an automobile and trailer in which to travel This equipment 
was bought from the Loop Motor Company for $2,000 00; a cash 
payment of $750 00 was made on account. (To record this trans- 
action, make an entry for the purchase, debiting the Automobile 
account; make another entry lor the payment ) 

11 — Rented an unused theater in which to rehearse, paid rent of $75.00 for 

the remainder of the month. 

12 — Collected a fee of $300 00 for presenting the play “Hoofbcats" for the 

Libertvville Ladies Club. (Credit Income from Billings ) 

18 — Paid $20.00 for expenses incurred in connection with operation of the 
automobile. 

22 — Charged the Junction City Country Club a fee of $275 00 for pre-enting 
a play. 

25— Collected $175.00 from the Junction City Country Club to apply on 

account. 

26 — Charged the Professional Men's Club $250.00 for presenting a nlay. 

Only $125 00 of this amount was collected (Make two entries ) 

29 — Paid actors' salaries of $500 00 

29 — The Junction City Country Club paid the balance of its account. 

30 — Collected $100.00* for a one-act play 

31 — Paid a dividend of $150 00. 

Post the journal entries. Prepare working papers, statement of income and 
expense, statement of surplus, and balance sheet. 

Problems — Group B 

Problem B-l. Prepare working papers for the year ended December 31, 19— . 
using the information in the following trial balance: 

HUDSON COMPANY 
Trial Balance 
December 31, 19 — 

Cash . 

David Bri-tol . 

Ofliee Furniture 


5,S°0 00 
620 00 
2,575 00 


1,900 00 
625 00 
5,000 00 
1,315 00 


s.siooq 
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Willis Bailey 


960 00 

Cap tal Stock 


5 00000 

Income from Services 


13 9?o00 

Expense 

98o0 00 


D vidends 

1000 00 



19 93o 00 

19 93o 00 

Problem B-2. Prepare working papers for the month of September 19 — , from 

the information in the following trial balance 



THE WHARTON COMPANY 


Trial Balance 



September 30 19 — 



Ca~b 

2 326 19 


Dudlej Inc 

19d 22 


Ruggles d. Co 

217 35 


Barton and P ce 

o26 61 


Bus Equipment 

45 940 00 


Office Equipment 

2 986 50 


Gas and Oil on Hand 

320 75 


Hurd Corporat on 


1269 60 

Bassett and Company 


1 137 25 

Cap tal Stock 


3d 000 00 

Surplus (August 31) 


14 9o5 90 

Income from Fares 


2 876 80 

income from Charter Part es 


927 00 

Income from Advertising 


218 00 

Expense 

3 521 93 


Dividends 

350 00 



56 384 5o 

56 384 55 

Problem B-3 Following is the trial balance of Oldham Company on May 31. 

19 — at the close of the first month of its operations 

The company operates a 

typing service 



OLDHAM COMPANY 



Trial Balance 



May 31 19- 



Cash 

2 d44 00 


Peter Smith d. Co 

196 00 


David Bolton 

208 00 


Griffith Company 

13 j 00 


Office Equipment 

2 000 00 


Neon W indow S gn 

3o0 00 


Supplies on Hand 

17o 00 


Office Supply Company 


473 00 

Capital Stock 


5 00000 

Income from Typing 


1 35000 

Expense 

965 00 


Dividends 

2o0 00 



6 82300 

6 82300 

Prepare working papers statement of income and expense statement of surplus, 

and balance sheet 
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Questions 

1. "What is meant by "closing tbe books”? 

2. What is the purpose of closing the books? 

3. What accounts are closed to Profit and Des, and why are they closed to 
that account instead of directly to Surplus? 

4. What accounts are closed to Surplus'’ 

6. After the income accounts arc closed, doc» the Profit and I/es account 
have a debit or a credit balance? What does this balance show? 

6. After tbe expense accounts also are closed, docs the Profit and I,» , account 
liave a debit or a credit balance? What docs tbe balance show? 

7. If the Surplus account lias a balance before the books are c!o-<d, what docs 
this balance represent? 

8. Wliaf docs the balance in the Surplus account show aft'-r the bonks arc 
closed? 

9. After the books arc dosed 

What classes of accounts have no balances? 

What classes of accounts have balances? 

10. The illustrations in this chapter show the accounts of White Rf alters Cor- 
poration after the books have been cln-ed at the end of July. What facts will be 
shown by the August 31 balance in the Commissions Earned account, in the 
Expense account, in the Dividends account, and in the .Surplus account before the 
books are closed, and in the Surplus account aft< r the books are closed? 

11. What is the purpose of taking a trial balance after closing the books? 

12. Assume that White Realtors Corporation did not close its books at the end 
of July. State the facts which would be shown by the August 31 balances of the 
following accounts: 

Commissions Earned. 

Expense. 

Dividends. 

13. Assume that a comp mv prepares statements and rh *es it u books annually. 
State the various steps in tbe accounting procedure for the vear 

14. A«sttme that a company prepares statements at the end of cub month, but 
clo=es its books only once a year. What would be the end-of-montii routine of : udi 
a company? 

15. In what records, statements, and so forth, should dollar signs i>c u ed, 
and where should they not be used? 

1G. What are tbe rules for placing dollar sign 0 in statement 0 ’’ 
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Problems — Group A 

Problem A-l The laboratory material contains a sheet of w orking papers on 
which has been entered the December 31, 10 — trial balance of The Wentworth 
Company, which is engaged in fur repairs and storage Complete the working 
papers, and prepare journal entries to dose the books 

Problem A 2 Following is the December 31st trial balance of The Valley 
Center Company which is in the business of soybean processing The beans are 
not purchased from producers the company’s earnings consist wholly of charges 
for processing 

Cash 

Accounts Receivable (Total) 

Plant and Machinery 
Office Equipment 
Accounts Payable (Total) 

Capital Stock 
Surplus. (Ifl.mi3.ry 1 19 — •) 

Processing Income 
Expense 
Dividends 


Prepare 

(a) Working papers 

(b) Statement of income and expense for the year 

(c) Statement of surplus for the year 

(d) Balance sheet 

Draft the journal entries to close the books, post the closing entries, and rule 
off all closed accounts 

Submit an after closing trial balance 

Problems — Group B 

Problem B 1 Using the information in the following trial balance, make 
journal entries to close the books 

SANDERSON & COMPANY 
Trial Balance 
TJttMnbar 31, 1% — 

Cash 

John Gates 
Philip Magee 
Equipment 
Supplies on Hand 
Dobson Supply House 
Capital Stock 
Furniture Repair Income 
Expense 
Dividends 


2 644 30 
218 00 
123 00 

1 975 00 
327 00 

926 00 

3 000 00 

4 976 50 

3 015 20 

COO 00 

8 902 50 8 902 50 


23 360 00 
19 235 00 
81320 00 

3 000 00 

15 9S0 00 
100 000 00 
7 710 00 
40 59500 

24 370 00 

10 000 00 

164 2S5 00 164 2S500 
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Problem B-2. L "ung the information in the 

feuewing trh 

d balanci 

puma! entries tc close the books. 



Trial Balance 
July 3L IS— 

SERVICE 


Cash 

. I. ±51.00 


Hem-.* Morgan . 

196.00 


Service Eompmenf 

3. 1 70. CD 


Madison and Comnanv. 


427.C0 

Capital Stock. . 


4.000.00 

Lundseane Gardening Income 


1.3 MO) 

Yard Sendee Income . 


726. CO 

Expense . . . 

. 1,413.00 


Dividends. . 

2C0T0 



6.4.09.00 

6 469.CO 


Set up ledger accounts and enter die balances as illustrated below: 


Cash f? age 1 

10 — , | ' ' ~ 

July ; 3l, Balance > 1,451,C0. | < I 


Place the accounts on the page as follows: 


TT rite Give the 


Cash 

Keury Morgan . 

Service Equipment 
Madison and Company . 
Capital Stock. . . 

Surplus 

Landscape Gardening Income . 
Yard Service Income 


Account 

Name on 

Line Mo. 
- 

a 

5 

12 

I-j 

20 

21 

2S 


Accounts 
Page M umbers 
as EoIIn’v* 



o 

6 


S 


Expense 

Profit and Loss. 
Dividends .... 


n 

10 

11 


Post the closing entries to these accounts, and tai 


■‘lVo «>rr 


r ? t 


Problem B-3. Set up accounts (in the manner «hcwn in 
ledger paper, entering December 31 balances of Little's F<-cd 
indicated on page <12 L 


pr'idem B-2' m 
L-ckers. Lac., as 


The becks were closed at the end of the preceding year. 
Prepare working papers for the year. 

Prepare a statement of income and expense, a statement 
balance sheer. 

Frepara and pest closing journal entries. 

Take an after-ciesing trial balance. 
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Account Name 

Account 

Page 

No 

| Balances 

Lines 

Required 

[ Debit | 

Credit , 

Cash 

wg 

5 3 484 00 


4 

Hamilton Company 

Ha 

300 00 


4 

Equipment 

Bl 

■ 55551*51 


4 

r rancr & Co 



1 ■MKIIIi 

4 

Capital Stock 

iij 



4 

Surplus 




6 

Locker Rental Income 



■TiTiTrr 

5 

Expense 

8 

6 115 00 


5 

Dividends 

9 

COO 00 


5 

Profit and Loss 

10 



5 



$20 159 00 

$20 159 00| 








ASSIGNMENT MATERIAL FOR CHAPTER 5 

Questions 


1. What is meant by a system of internal control? 

2. Explain the purpose of the following documents prepared by a seller of 
merchandise: 

(a) Invoice: 

Original. 

Pirst carbon. 

Second carbon. 

(b) Monthly statement. 

3. Explain the purpose of the following forms prepared by a purchaser of 
merchandise: 

(a) Purchase requisition. 

(b) Purchase order: 

Original. 

First carbon. 

Second carbon. 

4. What is the purpose of omitting the quantities ordered from the copy of the 
purchase order sent to the receiving department? 

6. Describe the procedure of checking an invoice for goods purchased. 

6. How should invoices be filed to be sure they are paid within the discount 
period? 

7. The terms of an invoice are: 1 10; n/30. What does this mean? 

8. ''Alien a remittance is sent to a creditor, how may the creditor be informed 
as to the particular invoice being paid? 

9. What information is required for the profit and loss statement of a mer- 
chandising business? 

10. How is the cost of goods sold determined? 

11. Why is the inventory at the end of the period entered in the Profit and Loss 
credit column and in the Balance Sheet debit column of the working papers? 

12. The Inventory account may have a balance both before and after closing 
the books, but the balance after closing is different from the balance before closing. 
What is the reason for this? 

13. The net profit for the period is closed to the Surplus account; then v. by 
does the balance in the Surplus account not necessarily show the net profit for 
the period? 

14. What is a debit balance in the Surplus account called? I nder what circum- 
stances would you expect the account to have a debit balance? 

15. If a company suffers a loss during the first year of operations, will it have 
a surplus or a deficit? How should it be shown in the balance sheet? 
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Problems — Group A 

Problem A-l The laboratory material contains a ledger of Maywood Cor 
poration, showing balances at the end of the month, as in the following trial balance 

MAYWOOD CORPORATION 
Trial Balance 
October 31, 19— 

y Cash 

James Brown 

Inventory (September 30 19 — ) 

Furniture and Fixtures 
David Henderson 
Capital Stock 

Surplus (September 30, 19 — ) 

Sales 
Purchases 
Expense 


The inventory on October 31, 19 — , was $700 00 
Prepare 

Working papers 
Statements for October 

Journal entries to close the ledger Post these entries and close the 
accounts 

An after-closing trial balance 

Problem A-2 Following are the transactions of the W lduta Sales Company 
for the month of June 

June 1 — The company was organized by Gordon Fleet and Hobart Coulson, who 
invested $15 000 00 and $10 000 00, respectively Each received capi- 
tal stock of the same amount as the cash he invested 

2— Store equipment costing $1,250 00 was purchased for cash 

3— Merchandise in the amount of $1,500 00 w as purchased from J V Seifert, 

$500 00 w as paid on account 

4 — Purchased typewriters, desks, and tables for cash, $600 00 (Debit 

Office Equipment ) 

6 — Paid June store rent, $125 00 

8 — Purchased office supplies for cash, $60 00 (Charge Expense ) 

9 — Paid J V Seifert $225 00 on account 

10 — Sold merchandise to II F Harmon on account, $2,175 00 

11 — Purchased merchandise for ca«h $800 00 

12 — Sold merchandise on account to P S Schmidt, $220 00 

13 — Paid J V Seifert $22o 00 on account 

15 — Paid clerk’s salary for first hal of June, $65 00 

16 — Merchandise was purchased on account from F F Ford, $1,120 00 

17 — Merchandise was sold for cash, $550 00 

18 — H F Harmon paid his account in full, $2 175 00 

19 — Sold merchandise on account to E E Smith $450 00 
Sold merchandise on account to H F Harmon, $200 00 
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June 20— Purchased an office desk for cash. $125 00. 

Paid J. V. Seifert the balance of his account, $550 00. 

22 — Cash sale of merchandise, $900 00. 

23 — Purchased merchandise on account from J. V. Seifert. $000 00. 

25 — P. S. Schmidt paid $125 00 on account. 

26 — Paid F. F. Ford $600 00 on account. 

Sold merchandise on account to P S Schmidt, $100 00. 

Received $200.00 on account from E. E Smith 

30 — Paid clerk's salary for last half of month, $65 00 
Paid the June light and water bill, $70.00. 

Paid the June telephone bill, $12.00. 

Paid a dividend of $450.00. 

Journalize the above transactions. 

Post the entries to ledger accounts. 

Prepare (a) working papers, (b) a profit and loss statement, (c) a surplus 
statement, and (d) a balance sheet. 

Make and post journal entries to close the books, and prepare an after-closing 
trial balance. 

The inventory on June 30 amounted to $1,050.00. 


Problems — Group B 

Problem B-l. Following is a trial balance of The La le Company on November 
30, 10 — : 

Account 

No 


1 


500 00 


o 

Robert Ow en 

1,000 00 


3 

Inv entorv (October 31, 19 — ) 

750 00 


4 

Furniture and Fixtures 

500 00 


0 

J. C. Wright, Inc 


300 00 

6 

Capital Stock 


2.500 00 

7 

Surplus (October 31, 19 — ) . 


500 00 

s 

Sales 


3,000 00 

9 

Purchases 

2,500 00 


10 

Expense .... 

1,050 00 
G,300 00 

6,300 00 


The inventory on November 30, 10 — was $1,500.00 

Set up ledger accounts and enter the balances shown by the trial balance. 
Allow eight lines for each account. 

Prepare: 

Working paper* for November. 

Statement;- for November. 

Write up and po*t the entries nece—arv to elo=e the books. 

Take an after-dosing trial balance. 

Problem B-2. The statements on pace 52$ were prepared by Kronk & Com- 
pany. 
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KRONK & COMPANY 
Statement of Profit and Loss 
For the Year Ended December 31 13 — 

Gross Sales 58137596 

Deduct Cost of Goods Sold 

Ins enton at the Beginning of the 1 ear $ 13 972 80 

Add Purchases 66 321 51 

Total 58029131 

Deduct Imentorv at the Fnd of the A ear 14 210 93 

Cost of Goods Sold 
Gross Profit on Sales 
Deduct Expenses 
■Net Profit 

KRONE tc COMPANY 
Statement of Surplus 
For the Year Ended December 31, 19 — 

Surplus at the Beginning of the A ear 
Add Net Profit 
Total 

Deduct Dividends 
Surplus at the End of the tear 

KRONE & COMPANY 
Balance Sheet 
December 31 19 — 

Ii«b!Iitie» and JTrt Worth 

5 7 0o3 04 Liabilities 
11,271 80 Accounts Pai 

14,210 93 able 5 3 91523 

13 67o 00 

Net Worth 

Capital Stock 520 000 00 

Surplus 22 29o 54 4229o54 

546 210 77 546 210 77 

Reconstruct the trial balance 

Problem B-3 Using the information m the following trial balance prepare 
journal entries to close the books The company occupies the ground floor of its 
building and rents offices on the second floor It also mates deliveries for other 
stores 

THE PERRY COMPANY 
Trial Balance 
December 31, 19 — 

3 87600 
13 680 00 
1000 00 
9 700 00 
1,800 00 


Cash 

Inventory 

land 

Building 

Delivery Equipment 


Anrli 

Cash 

Accounts Receivable 

Inventory 

Store Equipment 


51921637 
5 079 17 
524,29o54 
2000 00 
52229o 54 


66 083 41 
Slo 292 5o 
10213 38 
5 5 079 17 
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Capital Stock 


25,000 00 

Surplus . 


9,066 00 

Sales ... . 


92 5-10 00 

Purchases . 

72,690 00 


Rent Income 


1,600 00 

Deliver}- Income 


900 00 

Expense . 

23,860 00 


Dividends 

2,500 00 



129 lOu 00 129,106 00 


The inventory of merchandr-e ar the end of the \ear wa- S12.3S7 00 

Problem B-4. Using the following information, prepare a profit and lo-s state- 
ment of Maw ell, Incorporated, for the \ ear ended December 31, 19 — . 


Sales ?r| 3,323 94 

Inventory at the beginning of the period 13,2S9 (30 

Purchases SI, 210 39 

Inventor} at the end of the period 12,318 46 

Expenses 9.21S GO 


Problem B-5. Using the following information, prepare a profit and loss 
statement for Hadlev and Rodgers for the month o'" June, 19—. 


Sales.. . <510,450 97 

Inventor}, May 31 11,42378 

Purchases 21,372 40 

Inventor}-, June 30 16,239 67 

Expenses . 1,397.21 



ASSIGNMENT MATERIAL FOR CHAPTER 6 
Questions 


1 A merchant purchased 200 articles listed in a catalogue at 825 00 each, less 
a trade discount of 40% What was the amount of the linoice 7 

Thus invoice w as subject to a 2% ca«h discount if paid w ithin 10 days What 
net amount would pay the invoice within the discount period? 

2 Find the net amount of the following purchase after deducting all discounts 

List price, 8975 00 

Trade discounts — 40%, 10% and 5% 

Ca«h discount — 1% if paid within 10 days 

3 Freight terms may be "fob destination” or "f o b shipping point " 
Distinguish between the two 

4 A merchant id Chicago purchased a 8075 00 bill of goods from a manu- 
facturer m liew York, terms fob Chicago Cash discount, 1% in 10 days 

(a) The freight (825 00) was paid by the seller \\ hat remittance by the 

purchaser will pay the in\oice within 10 days 7 

(b) As«ume that the manufacturer asked the Chicago merchant to pay 

the freight and deduct the amount thereof when making his remit- 
tance What remittance by the purchaser will pay the invoice 
within 10 days’ 

6 Following are assumed facts relative to certain sales made by the X Com- 
pany to four of its customers Determine, in each instance, the smallest remittance 
which will effect full settlement 

(a) Sale on October 1 to A, $200 00, terms 2/10 n/30, fob destination. 

On October 5 a credit memorandum for S15 00 was issued to A. 
On October 9 a check was recened from A for the net amount 

(b) Sale on October 9 to B, $1 000 00 terms 1 15 n/30, fob shipping 

point X Company paid 800 00 freight on the shipment B 
mailed a check in full settlement on October 27 

(c) Sale on October 17 to C, list price, 85,00000, dealers’ discount, 

30% terms, 2/10, n/30, fob destination C paid S425 00 freight 
on the shipment, and mailed a check on October 20 in settlement 

(d) Sale on October 25 to D list price $3,000 00, dealers discount, 20%, 

terms, n/30, fob shipping point D’s business establishment was 
located in the same city as that of the X Company Since D had 
no iacmues lor picking up flic merchandise, toe X Company 
agreed to delwer it for $50 00 On \o\ ember 20, D sent A Com- 
pany a check in full settlement 

6 What is the purpose of keeping numerous expense accounts’ 

7. In what three groups are expenses classified in the income and expense 
statement? 

8 What is the distinction between freight in and freight out, and howr is each 
classified m the profit and loss statement? 

9 What is the object of assigning exhibit letters (Exhibit A, Exhibit B, and 
so forth) to the various statements’ 
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10. Net Sales Cost of Goods Sold = Gross Profit on Sales. Show, by similar 
equations, how the following items are computed: 

Net Sales. 

Cost of Goods Sold. 

Net Profit on Sales. 

Net Profit on Operations. 

Net Profit on Operations and Other Income. 

Net Income. 

Surplus at the End of the Period. 

Net Worth. 

11. What is the purpose of ruling and lettering accounts with debtors and 
creditors? 


Problems — Group A 

Problem A-l. Below is a list of the transactions of The Yates Company for 
the month of February. Journalize the transactions. The accounts to be used 
are indicated by the account titles on the ledger sheets in the laboratory material 
and in the trial balance columns of the working papers. 

After journalizing each day’s transactions, post to the ledger. Letter the entries 
in the personal accounts which apply against each other, and rule the personal 
accounts below balancing debits and credits. 

Feb. 1 — The Yates Company was organized to take over the business formerly 
operated by John Yates. Yates turned over merchandise valued at 
$ 15,000.00 (Charge Merchandise Inventory), furniture and fixtures 
valued at $5,000.00, and an account receivable from Davis & Co. of 
$5,000.00, in return for capital stock of $25,000.00. C. E. Hawes sub- 
scribed for $25,000.00 of stock and paid his subscription in cash. 

2 — The following expenses were paid in cash: 


Store rent $200.00 

Insurance 300.00 

Office supplies 50.00 


3 — Purchased merchandise from J. Newton on account, $4,500.00; terms, 

2/10; n/30. 

4 — Sold merchandise to D. P. Mason on account, $2,000.00; terms, 2; 10: 

n/30. All sales are made on the same terms. 

Sold merchandise to Martin Olander on account, $1,700.00. 

5 — Paid J. Newton’s invoice of February 3 as follows: 

Invoice 

2 >c cash discount 
Cash 


Paid advertising bill, $200.00. 

6 — D. P. Mason was given credit memo No. 1 for $300.00. 

S — Made cash sales of merchandise, $1,000.00. 

9 — Purchased a delivery truck from The Automobile Company for $3,o90.00. 
Paid cash in full. 


$4,500.00 
90.00 
... $5,410.00 
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Feb 10 — D P Mason paid his invoice of February 4 as follows 


Invo ce $2 000 00 

Less cred t of February 6 100 00 

Net SI 900 00 

Less 2% cash discount 38 00 

Cash SI 862 00 


11— Received J Newton s credit memo No 1732 in the amount of $30000 
for merchandise returned 

13 — Purchased merchand se on account from Supplier Company $7 500 00 
terms 2/10 n/30 fob shipping point the r invoice No B964 
15 — Paid clerk s salary S100 00 and truck dm er s salary $125 00 
17 — Received SI 000 00 from Martin Olander on account 

Paid freight $5000 on shipment received from Supplier Company on 
February 13 

19 — Sold merchandise to Davis A. Co on account S2 800 00 The freight 

terms were f o b destination 

20 — Martin Olander sent us a check for $666 00 which he apparently regarded 

as full settlement of his purchase on February 4 as follows 


Invo ce SI 700 00 

Collected on February 17 1 000 00 

Balance 5 700 00 

2% cash discount 34 00 

Cash $ 606 00 


We informed Olander that inasmuch as the 10-day discount period had 
expired we could not allow him the discount of $34 00 
sold Martin Olander merchandise on account $2 000 00 terms 2/10 
n/30 


22— Purchased mercl andise from J Newton on account $150000 terms 

2 10 n/30 invoice No 1396 

23 — Paid Supplier Company $7 500 00 

Martin Olander sent us his check for $34 00 to cover the balance of 
invoice No 2 

24— Purchased merchandise from F B W atson on account $1000 00 terms 

1/10 n/30 invoice No 294 

2o — Paid for advertis ng $200 00 and for office supplies $o0 00 

26 — Recen ed credit memo No 202 from F B W atson for $60 00 
Made cash sales of merchandise $700 00 

27 — Dai is A. Co settled for the invoice of February 19 as follows 


Invo ce 

Less cash discount 2% 
Net 

Less fre ght paid 
Cash 


$2 800 00 
56 00 
$2 744 00 
2d 00 

$2 71900 


The Supplier Company informed us tl at we neglected to take the 2% cash 
discount in our remittance of February 23 They enclosed a check for 
$150 00 the amount of the discount 

Sold merchandise on account to Martin Olander S2 100 00 freight terms 
fob dest nation 
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Feb. 27 — Paid freight on shipment to Olander. $20 00. 

Paid J. Newton the -$1,200 00 balance on the in\ nice of February 22, le-s 
2% discount. The remittance was computed as follows: 


Invoice $1,300 00 

Less credit memo, Feb. 11 ... 300 00 

Balance . . . $1,200 00 

Cash discount . 2-1 00 

Cash . . . $1.170 00 


Paid clerk's salary, $100 00. and truck dri\er’s salary, $125 00. 

Allowed Martin Olander a credit of $50 00 for merchandise returned from 
sale of February 20; credit memo No 2 
Olander paid our invoice of February 20. less the credit memo issued 
today and less 29c cash discount. 

Collected $150 00 from Hudson's Hardware for delivery sen ice 
Paid a dividend of $500.00. 

After you have completed all postings, check your ledger balances with the trial 
balance furnished in the working papers in the laboratory material. 

The inventory at the end of Febru iry was $10,600 00 

Complete the working papers and prepare a statement of profit and lo=s, a 
statement of surplus, and a balance sheet. 

Prepare journal entries to clo=e the books; post the entries and rule the closed 
accounts. 

Take an after-closing trial balance. 

Problems — Group B 

Problem B-L Journalize the following transactions: 

May 1— Paid $23.50 freight on goods so ld to T B Anderson 1 terms, i.o.b. des- 
tination. 

2— Paid $21.75 freight on goods sold to J. B. Maloney . terms, f o b. shipping 

point. 

3— Paid $35.12 freight on goods pureh„sed from George Hanchett, terms, 

f.o.b. destination. 

4 — Paid $19.7S freight on goods purchn-ed from D F Ferguson; terms, f.o.b 

shipping point. 

5 — Sold merchandise to Peter Bane on account. ^21of>S term*, f.o b. do- 

tination. At our request Bane paid the freight 

6 — Collected the $215.6S account from Peter 13-uie, le— freight charge- of 

$29.60. 

S — Issued a credit memorandum for $60.00 to K. D Cole became of un- 
satisfactory goods sold to him on account. 

9 — Sent Thomas Bailey a check for $25 00 became o; unsatisfactory mer- 
chandise sold him for cash. _ 

10 — Received a credit memorandum for 5 75 00 from Judd and Boone lor 

unsatisfactory merchandise purchased from them on account. 

11 — Received a check for $S0.00 from Henry IF be lor unsatisfactory mer- 

chandise purchased from him on am mi t 

12 — Sold Duncan Frye on account merchmr i-e quoted in our catalogue at 

$4S5Qp, less trade discounts of 20 T and 1 >' c 

13— Collccte£ from Duncan Frye the amount cMrged h-n f»r the -ale yester- 

day, l&s-u ciu-h discount of 29c- 
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May 15 — Paul Luther Lamb the $285 00 balance ou ed 1 im less a 1% cash discount 
16 — Fred Holmes owed us $325 00 we received a check today for $307 50 
representing payment in full after deduction of a 2% cash discount 
and freight which he ha 1 paid for us although the terms of sale were 
fob destination 


Problem B 2 The following balances appear m the accounts of The A B Com 
pany on December 31 


Cash 

Inventory (end of preceding year) 

Store Fixtures 

Cap tal Stock 

8urplus 

Sales 

Rcturne 1 Sales and Allowances 
Purchases 

Returned Purchases and Allow anccs 

I relight In 

Advertising 

Salesmen s Salaries 

balesmen h Commissions 

Salesmen s Lxpenscs 

Packing Lab r and Expcn. c 

Fre ght Out 

Cartage Out 

OIT ce Salaries 

Taxes 

Insurance 

OfT ce Stationery 

'lelej hone and Telegraph 

Legal Expenses 

Postage 

Donations 

Discount on Purchases 
Discount n Sales 


7 3-la 00 
9 216 00 
4 60000 

10 00000 ^ 
3 916 00 
98 329 00 ^ 

563 00 
72 310 00 

1 051 00 ^ 

1 167 00 

1 278 00 
7 000 00 

2 150 00 
2 316 00 

912 00 
790 00 
1 190 00 ^ 

1 500 00 u 
272 00 
216 00 , 

219 00 y 
180 00 
300 00 
70 00 
175 00 

1 31200 

82f 00 


114 007 00 114607 00 


The inventory at the end of tl c year was $8 G35 00 •" 

Prepare working papers 

Problem B 3 Refer to Problem B 2 and prepare a statement of profit and 
loss for the year 
Problem B-4 
books 


Refer to Problem B 2 and prepare journal entries to clo«e the 
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Questions 


1. What is the meaning of the following terms? 

Negotiable promissory note. 

Maker. 

Payee. 

Maturity. 

Note receivable. 

Note payable. 

Dishonor. 

Interest income. 

Interest expense. 

Renewal note. 

2. In what ways may the maturity of a note be indicated? 

3. What is the maturity of a note dated December 23, 194S, due' 

(a) Four months after date? 

(b) 120 days after date? 

4. What is the maturity of a note dated February 29, 194S, due: 

(a) One year after date? 

(b) Three months after date? 

(c) 105 days after date? 

5. If the maker of a note dishonors it at maturity, the payee should charge it 
to the maker’s account. Why? 

6. Why is it unnecessary for the maker of a note to make a similar entry, if he 
dishonors it, transferring the liability* from the Notes Payable account to a personal 
account with the payee? 

7. We sold goods to James Keegan and received a note; the bookkeeper re- 
corded the transaction as follows: 


Notes Receivable 
Sales 


300.00 

300.00 


State how you think the transaction should have been recorded, and give your 
reason. 

8. Interpret the following journal entries: (The transaction" are unrelated.) 


(a) Notes Receivable 1,000.00 

Ca>h .... 1 ,000.00 

(b) Cash.. .... 5,0.30.00 

Note" Receivable 5,000.00 

Interest Income 50.00 

(c) Horace Magee 2,020.00 

Note" Receivable 2,000.00 

Intere-t Income 20.00 
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(d) Interest Expense 30 00 

Accrued Interest Payable 30 00 

(e) Notes Payable 1 600 00 

Notes Payable 150000 


(0 Cash 

Interest Expense 
Notes Paj able 


990 00 
10 00 

1000 00 


Problems — Group A 

Problem A 1 Journalize tl e following transactions In all interest com 
putations use 360 days as a year 

(la) July 1 — Borrowed $5 000 00 from March A. Co on a 30-day non interest 

note 

(lb) July 31 — Paid the above note 

(2a) July 3 — Borrowed So 000 00 from J R Barton on a 30-day 6% note 
(2b) Aug 2 — Paid the above note 

(3a) July 5 — Borrowed from the First National Bank (a discounting out 30-day 
note payable for $3 000 00 Discount at 6% was deducted bv 
the bank the proceeds w ere $2 985 00 
(3b) Aug 4 — Paid the above note 

(4a) July 6 — Loaned SI 000 00 to Frank Jones on a 30-day non interest note 
(4b) A Jg 5 — Jones paid his note due today 

(5a) July 10 — Loaned SI 000 00 to Ralph Smith on a 60-day 6% note 
(5b) Sept 8— Collected tl e Smith note and interest 

(6a) July 7 — Loaned John Black SI 000 00 on a bO-day note Case him $990 00 
after deducting discount at 6% 

(6b) Sept 5 — Black paid his note due todav 

(7a) July 9— Sold merchandise to trank White on account $800 00 
(7b) July 9— White ga\ e us a 30-day n >te for the amount of his account 
(7c) Aug 8 — White paid his note due today 

(8a) July 17 — Purchased merchandise from Brown &. Co SI 20000 
(8b) July 17 — Gave Brown & Co a 30-day b% note for the amount of todays 
purchase 

(8c) Aug 16 — Paid the above note 

(9a) Sept 14 — Received a 30-day non interest note for $900 00 from George 
Whitely to apply on account 
(9b) Oct 14 — Whitely dishonored his note 
(10a) Nov 10 — Received a 30-day 6% note for S7o0 00 from Henry Cronk to 
apply on account 

(10b) Dec 10 — Cronk dishonored his note 

(lla) Jan 9 — Gave Gibbons i. Co a 30-dav, non interest note for $600 00 to 

apply on account 

(llb) Feb 8 — Dishonored our note to Gibbons & Co 

(12a) Mar 10 — Gav e Kelly Brothers a 30-day, 6% note for S500 00 to apply on 
account 

(12b) Apr 9 — Dishonored the Kelly note 

(13a) May 6 — Received a 30-day non interest note for SI, 500 00 from Joseph 
French to apply on account 

(13b) June 5— Received a 30-day, non interest note from French in renewal of 
note due today 
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(14n) June 20— Gave Victor Burton a 30-day. non-intcre-t unto for $2,000.00 to 
apply on account. 

(14b) July 20 — Gave Burton a 30-day, non-interest note in renewal of the note 
due today. 

(15a) Aug. 13— Received a 30-day, 6% note for SSOO.OO from Lewis Clarke to 
apply on account. 

(lob) Sept. 12 — Clarke dishonored his note due today. 

(16a) Oct. 18— Gave Charles Norton a 30-day, 6(T 0 'note for $450.00 to apply on 
account. 

(16b) Nov. 17 — Dishonored the Norton note. 

(17a) Dec. 12 — Received a 30-day, 6Cc note for $1,200.00 from Thomas Dutton to 
apply on account. 

(17b) Jan. 11 — Collected the interest on the Dutton note and $200.00 on the 
principal, and received a now 30-day, 6(7 note for the balance. 

CP Problem A-2. Journalize the following transactions. Submit the ledcer 
- accounts with West, Towne, and Notes Receivable, properly ruled and lettered after 
1 posting the entries. 

\ May 15 — Sold merchandise to J. R. West, $3,500.00, and received his 30-day, 0(7 

note in settlement. 

17 — Sold merchandise to David Towne, $6,250.00, and received his 30-day, 
6% note in settlement. 

23 — Sold merchandise to J. R. West, on account, $1,720.00. 

June 14 — Collected the interest on the West note, and $1,500.00 on the principal. 

Also received a new 30-dav, 6% note for the balance of the principal. 

16 — David Towne dishonored his note. 


Problems — Group B 


Problem B-l. Use a form similar to the following. Make the indicated 
interest computations, and enter your answers on the form. The interest on 
$2,S75.00 at 6% for 60 days has been entered by way of illustration. 


Principal and Rate 

Time 

$2,875.00 
• at 6% 

$4,954-00 

at 7% 

$3,000.00 

at 5 % 

$7,000.00 

at 

$0,000.00 
at 4K/0 

6o days 

$28 

m 

1 

1 

| 

■ 


■ 

■ 

■ 

30 days 

HI 

■ 

■ 


| 

■ 

| 

■ 

m 

! 

20 days 


■ 



|| 

■ 

| 

■ 

|| 

a 

80 days 

ll 

j 



Ni 

■! 

IB 

■ 

mm 

■ 


i i 

■ 

■ 


l 

■ 

|| 

■ 

i|$| 


72 days 


■ 

■ 


ll 

■ 

RS 

■ 

■1 

■ 

1 13 days 

11 

■a 


■ 

■ 

m ’ - c 

■ 

II 

a 

3 months 

wm 

■ 

■ 


■ 

■ 

■ ■ 

■ 

m 

1 

















538 


ASSIGNMENT MATERIAL— CHAPTER 7 


Problem B-2 Using the information in the following tnal balance prepare 
Working papers 
Statements for the month 
Journal entries to close the books 

MAPLETON COMPANY 
Tr al Balance 
August 31 19 — 

Cash 

Notes Rece vable 
Inventory 
Notes Payable 
Cap tal Stock 
Surplus (defic t) 

Sales 
Purchases 
Sell ng Expenses 
General Expenses 
Discount on Purchases 
Interest Income 
D scount on Sales 
Interest Expense 


Inveutory August 31 $26 869 00 

Problem B-3 Make journal entries to record the following transactions 

Feb 17 — GaveB E Rathbun a 30-day 6% note for $2 600 00 to apply on account 
Mar 19 — Paid Rathbun the interest on the above note and $1 000 00 on the pnn 
cipal and gave him a new 30-day 6% note for the balance 
Apr 18 — Pa d the $1 500 00 note and interest 


1204 00 
5000 00 
27 335 00 

12000 00 
2o 000 00 

4 166 00 

27 344 00 

24 618 00 
1 206 00 
873 00 

317 00 
2500 

214 00 

70 00 

64 686 00 64 686 00 
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Questions 


1. In what two ways do the special books of original entrv reduce bookkeeping 
work? 

2. Do any advantages other than the saving of time and labor result from the use 
of special books of original entry? 

3. To what accounts are the column totals posted at the end of the month from 
each of the special books of original entry described in this chapter? State, as to 
each column total, whether it is posted as a debit or a credit. 

4. "When special books of original entry are used, what entries are made in the 
journal? 

5. If a journal is the only book of original entry in use, a trial balance can be 
taken daily. Is this possible when special books of original entry arc used? 


Problems — Group A 

Problem A-l. Record the following transactions in the books of original entry 
named below: 

(a) Journal. 

(b) Purchase book. 

(c) Returned purchases and allowances book. 

(d) Sales book. 

(e) Returned sales and allowances book. 

(f) Cash receipts book. 

(g) Cash disbursements book. 

The accounts to be used arc indicated in the ledger. 

Aug. 1— - L. W. Lewis and John M. Potkins formed the Lewpot Company with an 
authorized capital of .$20,000.00. Lewis received $10,000.00 of stock, 
for which he paid cash; Potkins turned in $0,200.00 of merchandise 
(charge Inventor}') and store equipment valued at $3,S00.00, for which 
he received $10,000.00 in capital stock. 

2 — Purchased a water cooler and filing cabinet on account from Dunlap 

Supply Company for $175.00. This equipment is to be used in the 
office. 

Sold merchandise for cash, $250.00. 

3 — Purchased merchandise from Hahn and Company, $800.00; their invoice 

dated August 2. 

Sold merchandise for cash, $300.00. 

4 — Sold merchandise on account to Sullivan Brothers, $-100.00. Invoice 

No. 101. 

5 — Paid August rent, $125.00. 

G — Purchased merchandise for cash. $500.00. 
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Aug 8 — Sold S S Itam^j merchandise on account, 8500 00 Invoice No 102 
Purchased office supplies for cash, $30 00 

9 — Sullivan Brothers paid 815000 on account 

10 — Sold merchandise to Arthur \ anderveer on account, 8G00 00 Invoice 

No 103 

Cash sale of merchandise $350 00 

11 — Bought merchandise on account from Calvert Co, $1,400 00 Their 

mv oice dated August 7 \\ e mailed them a check to apply on account, 

$400 00 

12 — Mailed Hahn and Companj a check for $800 00 This paid their account 

in full 

13 — Purchased a truck from the Wengel Motor Companj, $1 00000, paid 

$400 00 on account 
Sold merchandise f jt cash $020 00 

15— M O Jefferson purchased merchandise amounting to $1,500 00 We 

receiv ed bis check for SoOO 00 and his 15-day 6% note for the balance 
Invoice No 104 

Paid Calvert Co $450 00 on account 

16 — Gave Sullivan Brotl ers credit for $80 00 < n merchandise returned Sent 

credit memo No 1 to them today 

18— Soli merchandise on account to Sullivan Brothers, 850000 Invoice 
No 105 

Sold merdiandise for cash $300 00 
20 — Calvert Co sent as their credit memo No 2o for $75 00 

23 — Paid Dunlap Supplj Companj S17i00 which settled their account in full 
Received $200 00 from S S Ramscv 

24 — Purchased merchandise costing $200 00 from Peters and Higgins their 

invoice dated August 23 

25 — Returned unusable merchandise costing $00 00 to Peters and Higgins 

Make no entry until the receipt of their credit memo 

26— Sent credit memo No 2 to Arthur \ anderv eer for $20 00 

27— Received credit memo No 66 from Peters and Higgins for $6000 

29 — Sent W engel Motor Company a 30-day 6% note for $500 00 and a check 

for $100 00 

30 — M O Jefferson paid his note w ith interest 
Paid w ages of $300 00 

31 — Paid the electric light bill $40 00 
Paid a dividend of $200 00 

Post the abov e entries 

Prepare working papers profit and Jo's statement, surplus statement, and 
balance sheet 

Draft and post journal entries to close the books 

Take an after-clo' ing trial balance 

The inventor) on August 31 was $4 70000 

Problems — Group B 

Problem B-l Record the following transactions in the books of original entry 
described in this chapter 

Nov 1 — Issued capital stock for cash, $10 000 00 
3 — Cash purchase of merchandise, $2 500 00 
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Nov. 5 — Purchase of merchandise from Kellogg Bros, on account, $1,900.00. In- 
voice November 5. 

7 — Received $50.00 in cash as an allowance for unsatisfactory pood-, pur- 
chased on November 3. 

9 — Received credit memorandum 325 from Kellogg Bros., in the amount of 
$100.00 for unsatisfactory merchandise purchased November 5. 

10 — Gave a 20-day, 6% note to Kellogg Bros, for the balance owed them. 

12 — Sale on account to Hugo Ramsey, $1,050.00. 

14 — Sale of merchandise for cash, $750.00. 

10 — Issued credit memorandum No. 1 to Hugo Ramsey, $150.00. 

15 — Received a 10-day, Cf/ c note from Hugo Ramsey for the balance of his 

account. 

19 — Discounted a 10-day note for $6,000.00 at the bank: discount rate, 6 r ? 

21 — Sale on account to C. V. Ogden, $956.00. 

22 — Sent a customer a check for $35.00 as an allowance to apply on the cadi 

sale of November 14. 

23 — Purchase of merchandise on account from II. J. French, $1,425.00. 

24 — Collected $956.00 from C. 1’. Ogden. 

25 — Paid expenses, $215.00. 

27 — Paid II. J. French in full. 

28 — Collected the Ramsey note and interest. 

29 — Paid the note given to the bank on November 19. 

30 — Paid the Kellogg Bros, note and interest. 

Set up ledger accounts, allowing six lines for each account. Post and take a 
trial balance. 
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Questions 


1 What is the primary purpose of each of the money columns in the cash 
receipts book on page 111 7 If any column has any advantage other than the 
primary one, state what it is 

2 What is the primary purpose of each of the money columns in the cash dis- 
bursements book on page 115 7 If any column has any advantage other than the 
primary one state what it is 

3 If a business receives many notes do you think it w ould be desirable to hav e 
a special ISotes Receivable credit column in the cash receipts book, so that the face 
of each note collected could be entered in the J\otes Receivable column instead of 
the Sundry credit column 7 If you think it would be advantageous, give your 
reason If you do not think such a special column would be desirable, state jour 
reason 


Problems — Group A 

Problem A-l The transactions of Hennepm Sales Company are to be recorded 
in the following books of original entry 

Sales book 

Returned sales and allowances book 
Purchase book 

Returned purchases and allowances book 

In the following list of transactions asterisks appear before the trans 
actions which require entries in the four above-named books It is 
assumed that these transactions have been recorded by your assistant 
These four books, with entries made by your assistant, will be found 
m the laboratory material 

Cash receipts book — with special columns 
Cash disbursements book — with special columns 
Journal 

You are to make entries in the three lastrnamed books of original entry, 
and make postings flora all the books 

The accounts to be used are shown in the ledger m the laboratory material 

Oct 1 — 515,000 00 of capital stock was sold at par for cash 

‘Received merchandise from the Gibralter Companj, $900 00 invoice 
No 123 dated October 1 

We sent the Gibralter Company our 15-day, 5% note for $900 00 
2 — Cash sale of merchandise $250 00 

♦Charles D Weeks purchased $1 000 00 of merchandise on account, 
invoice No 1 
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Oct. 4 — We paid advertising bill of $30.00. 

•Sold Arthur Cox merchandise in the amount of $500.00; our invoice 
No. 2. 

Received a 10-day note from Cox for $500.00, the amount of the sale 
today. 

5 — Cash purchases of merchandise, $375.00. 

•Bought merchandise from the Gibralter Company, $500.00; their in- 
voice No. 100, dated October 4. 

Gave the Gibralter Company a 15-day, 6% note for the amount of the 
purchase today. 

G— Bought store fixtures from Carpenter <fe Co. on account, $4,000.00. 

•Sold $S00.00 of merchandise to L. F. Kuhl on account, invoice No. 3. 
Received a 20-day, non-interest note, dated October G, for $500.00, from 
L. F. Kuhl. 

Paid an advertising bill of $150.00. 

8 — Gave a 15-dny, 5% note to Carpenter A Co. for $4,000.00, the amount of 

our account with them. 

•Issued credit memo No. 1 to Charles D. Weeks for $20.00 for unusable 
goods sold October 2. 

•Sold L. M. Custer $450.00 of merchandise on account; invoice No. 4. 
Discounted our 20-day note for $7,500.00 at the Second National Bank, 
which credited our account with the net proceeds. $7,47.5.00. 

9 — ‘Received merchandise from Smith and Brown, $450.00; their invoice 

No. 000, dated October 8. terms, 1 \A 10 days, n/30. 

Freight bills were paid as follows: 

Freight in . . $40.00 

Freight out 30.00 

10 — ‘Willis Roberts purchased $700.00 of merchandise on account; invoice 

No. 5. 

11 — Store rent for the month paid in cash, $125.00. 

12 — ‘Received Smith and Brown’s credit memo No. 42 for $25.00 for moth- 

eaten goods included in their invoice of October S. 

‘Sale on account to Charles D. Weeks, $325.00; invoice No. G. 

13 — ‘Purchased merchandise from Smith and Brown, $400.00; their invoice 

No. 947, dated October 12, terms, 1}4 '10, n,30. 

Cash sale of merchandise, $100.00. 

Received check from Arthur Cox in payment of his note. 

15 — ‘Sold L. F. Kuhl -SISO.OO of merchandise on account; invoice No. 7. 

Paid salesmen’s salaries, $400.00. 

Cash sale of merchandise, $200.00. 

Received Charles D. Weeks’ check for $900.40 in payment of our invoice 
of October 2, less return of $20.00 and less 2% discount. Tlic discount 
was not allowed by us. 

1G — ‘Received credit memo No. 5G from the Gibralter Company for $13.20. 
because of unusable goods included in their invoice of October 4. 
Remitted our check for S901.S7 to the Gibralter Company in payment of 
our note due today, with interest. 

17 — ‘Bought merchandise from Smith and Brown, $900.00; their invoice 
No. 963, dated October 1G. Terms, IJj 10, n 30. 

‘Sold on account of L. F. Kuhl, $1,300.00; invoice No. S. 
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Oct 18 — *L F Kuhl returned 82a 00 of rain-damaged merchandise for credit we 
is. ued credit memo No 2 to apply on our invoice of October 15 
Paid freight as follcn s 


Freight in $28 00 

Freight out 30 00 


Paid the 84 a0 00 invoice of ^mith and Brown of October 8 less return of 
$2o 00 and less 1H% di. count 

19 — Cash sale of merchandise $/o 00 

‘Willis Roberts purchased merchandise in the amount of $1 30000 in 
voice No 9 

Roberts gave us his 10-day 6% note for 81 300 00 in payment of this 
invoice 

Cash purchases S3 000 00 

20 — L M Custer paid our invoice of October 8 less 2% discount Since the 

check was received too late Custer is not entitled to the discount 
The bank charged an exchange fee of $ 20 on this check 

Sold merchandise for ca.1 $300 00 

Willis Roberts check for *084 oO was received in full payment of our 
invoice of Octol er JO less discount of and less freight ($5 00) 

paid by him We had previously agreed that the freight was to be 
paid by him and deducts! when he made his remittance 

Paid tl: e Gibralter Company for our note due today 


Face of note 
Interest for lo days 
Total 


toOOOO 
1 2o 


SoOl 2o 


22— ' •George Vanlin sold us merchandise on account $800 00 rnv oice bo 502 

dated October 19 

•Sold $900 00 of merchandise to Willis Roberts our invoice \o 10 
W lllis Roberts gav e us his lo-daj non interest note for $900 00 m pay 
ment of our inv oice of today 
Cash purchase of merchandise $300 00 

Charles D W ec-ks gav e us his check in payment of our wv oice of October 
12 less 2% discount 
Cash purchase of merchandise $2o0 00 

We sent our check for $394 00 to Smith and Brown in payment of their 
invoice of October 12 less 1M% discount 

23 — Paid Carpenter A. Co $4 008.33 for the note issued October 8 and interest 

at 5% 

•'Sold to L F Kuhl on account $400 00 invoice No 11 
Ca«h sale of merchandise *90 00 

24 — ‘Received merchandise on account from Carpenter A. Co $130000 

their invoice No 680 dated October 23 
•Sold $900 00 of merchandise to L M Custer invoice bo 12 
L M Custer gave us his 15-day 6% note for the amount o ( today s 
inv oice 

2a — We received a check for S13 20 from Gibralter Company in payment of 
the debit balance in their account 

Received L F Kuhl s check for invoice of October 15 less $2o 00 return 
of October 18 and less discount of 1H% on net amount 
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Oct. 25 — Paid advertising bill of $13.50. 

‘Arthur Cox purchased merchandise in the amount of $$00.00 on account; 
our invoice No. 13. 

26 — Paid Smith and Brown their invoice of October 10, less 

Collected the Kuhl note, SSOO.OO. 

‘Received credit memo No. 10S from Carpenter A- Co. for $20.00 for 
return of damaged goods shipped to us on their invoice of October 23. 

27 — Paid freight on merebandi-e purchased, $5.00. 

Received L. F. Kidd's check in payment of our invoice of October 17, 
less discount of 2^>. 

‘Sold merchandise to Charles D. Weeks on account, $500.00; invoice 
No. 14. 

Received a 30-day, non-interest note from Weeks for the above sale. 

‘Received merchandise on account from Philip Winthrop, $700.00; his 
invoice No. 312, dated October 27. 

Purchased merchandise for cash, $000.00. 

, 29 — Gave the bank our check for $5,000.00 and a new $2,500.00, 30-day note 
in payment of our note due yesterday. Paid the $12.50 discount on 
the new note in cash. 

Willis Roberts paid cash in full settlement of his note of October 19, 
plus interest. 

‘Sold merchandise on account to Charles D. Weeks, $600.00; our invoice 
No. 15. 

30 — ‘Issued credit memo No. 3 to Willis Roberts for unsalable merchandise, 

$15.00. 

Paid $S00.00 to George Vaulin in full settlement of our account with him. 

31 — Paid salesmen’s salaries, $400.00. 

After the postings are completed, take a trial balance. 


Problems — Group B 

Problem B-l. For this problem you will require a cash receipts book with the 
following money columns: 

Credit: 

Sundry 

Sales 

Interest Income 

Debits: 

Freight Out 

Collection and Exchange 
Interest Expense 
Discount on Sales 
Cash 

Record the following transactions: 

Aug. 3 — Sold merchandise for cash, $32o.00. 

5 — Collected $519.00 from Jo-hua Berger on account. 

S— -Collected a note receivable from Hubert Sander-, $700.00. 

10— Discounted a $0,000.00 note at bank. Proceed- $5,910.00. 
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Aug 13 — Collected a $600 00 account from B E Pangburn, as follows 


$600 00 
12 00 
$588 00 

15 — Collected a S75G 00 account from J D Dutton, as follows 


Account 

Less cash discount 
Net 


Account $750 00 

Less freight paid Dutton for us 14 00 

Cash $736 00 


17— Collected a $1,200 00 note from George Bailej, with SO 00 interest 

19 — Sold merchandise for cash, $125 00 

20 — The bank notified us that it had collected from K H Ruggtes a note 

which we had left with it for collection Face of note, $2,000 00, 
interest $20 00 exchange fee, $1 00 
22 — Collected an account from N M Waters, as follows 


Account S900 00 

Less cash discount 18 00 

Net $88200 

Less freight paid for us 13 50 

Remittance $86850 

Exchange charged bj bank on check received 15 

Net cash $868 3o 


After recordmg the transactions, foot the cash receipts book and prove the 
equaht> of the debits and credits 

Problem B-2 Record the transactions of Problem B 1 in cash books and 
journal of the form illustrated in Chapter 8 

Problem B-3 For this problem jou will require a cash disbursements book 
With the follov, mg mone> columns 

Debits 

Sundry- 

Collection and Exchange 
Purchases 
Freight In 
Freight Out 
Interest Expense 

Credits 

Discount on Purchases 
Cash 


Record the following transactions 

Sept. 2 — Cash purchase of merchandise SI, 250 00 
4 — Paid freight in, $12 50 

7 — Paid Gnsuold Brothers for their invoice No 231, $65000 
9 — Sent a bank draft to Sam Waterburv for SGOo 00 The bank charged an 
exchange fee of $ 20 The draft was in payment of Waterbury’s 
invoice No 426 
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Sept. 11— Paid freight in. S23.19, and freight out. $19.22. 

17 — Cash purchase of merchandise, $923.50. 

22 — Paid $500.00 to George Duncan, in settlement of our note. 

24— Paid Fred Smith's invoice Xo. 1574, in the amount of $$45.00, less 2% 

cash discount. 

25 — Paid $003.00 to L. B. Voss, in settlement of our $000.00 note and interest. 

27 — Sent a bank draft to P. IV. Ruthin payment of hi* invoice Xo. 291, for 

$950.00 less 1% cash discount. The bank charged an exchange fee 
of $.25 for the draft. 

After recording the transactions, foot the cash disbursements book and prove 
the equality of the debits and credits. 

Problem B-4. Refer to the transactions in Problem B-3. Record these trans- 
actions in a one-column cash disbursements book and a journal. 

Problem B-5. West and Mather, Inc. operate a real estate and insurance office. 
They have numerous transactions of the following nature: 

Oct. 1 — Collected $400.00 rent on an apartment in a building owned by J. G. 

Westcrman and managed by the company. The management contract 
provides that West and Mather, Inc. are to retain 5% of rent collections 
as rental commission income. 

3 — Collected a commission of $1,000.00 for selling a piece of real estate for 
T. B. Kennedy. 

5 — The company acts as an agent for Old Reliable Insurance Company in 
loaning money to property owners, secured by mortgages. It receives a 
commission of 2% on all mortgages placed. Today it collected a com- 
mission of $120.00 for making a mortgage loan to C. V. Putnam. 

7 — The company also receives a commission of 2% of all collections of prin- 
cipal and interest on such mortgages as compensation for servicing the 
mortgages. Today it collected $75.00 interest on a mortgage. 

9 — The company also acts as an agent in placing insurance; for this service, 
it receives a commission of 15% of the premiums collected. Today the 
company collected a premium of $150.00 on a policy written with 
Safety Insurance Company. 

10 — The company also occasionally finds it necessary to borrow money at the 
bank by discounting its notes payable. Today it discounted a $5,000.00, 
00-dav note, at 0^. 

Rule up a columnar cash receipts book in a form which you believe will be 
convenient, bearing in mind that the company desires to keep a separate account 
with each class of income. Record the above-mentioned transactions in the cash 
receipts book. 
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Questions 


L TVhat are some of the advantages of controlling accounts’ 

2 If controlling accounts are kept, why is it desirable to have special columns 
for them m the books of original entry? 

3. Before posting the column totals of a book of original entry, what should be 
done to check the correctness of these totals? 

4. Assume that a cash receipts book contains a special Accounts Receivable 
controlling account column, state the procedure for making postings from it. 

6. What is the procedure for proving subsidiary ledgers? 

6. If the journal were not provided with special controlling account columns 
for Accounts Receivable, and you wished to credit J. S Smith, a customer, for a 
note received from him, how would the credit entry be posted? 

7. Under what circumstances would you suggest having an Accounts Receivable 
debit column in the cash disbursements book? 

8. If you were designing a system of accounts, what facts would influence you 
in deciding what controlling accounts should be used? 

Problems — Group A 

Problem A-l. Record the following transactions of Abbott Corporation in the 
cash books and journal provided m the laboratory material Sales, returned sales 
and allowances, purchases, and returned purchases and allowances are not stated 
in the list of transactions, they ha\ e been recorded by your assistant 

Make all postings except column totals daily, post column totals at the end 
of the month. 

Take a trial balance of the general ledger and prepare schedules of the sub- 
sidiary ledgers 

Apr. 1 — Issue capital stock for cash, $25,000 00 

Cash purchase of merchandise, S 10,000 00. 

2 — Pay rent for the month, $250 00. 

4 — Pay advertising, SGO 20. 

6 — Receive from Charles Lyons a 10-day note without interest for $580 00, 
the amount of the sale to him today. 

8— Give Frank Howard a 15-day, non-interest note for amount of purchase 
today, $620 00. 

11 — Collect $375 00 from Fred Madison in payment of our invoice No 1. 

13 — Receh e a 15-day, non-interest note from Fred Madison for $400 00, the 
amount of today’s sate to him. 

15 — Collect from Herman Moore for our invoice No. 2, $600 00, less our 
credit memo No. 1, $40 00. 

jG— Collect $580 00 from Charles Lyons in payment of his note 

17 — Receive cash from John Magee in payment of our invoice No. 4, $615 00, 
less 2% cash discount. 
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Apr. 17— Send 0. E. Peterman a cheek for our purchase of April 5. ?S95.Q0 less 
- 2^c discount. 

19— 0. E. Peterman wrote us that the remittance we sent him on April 1? was 

received too late to entitle us to the discount. 

20 — On April S we sold goods to John Macee on account. On April 17 we 

collected for this sale, less 2% cash discount. Today Macee returned 
goods billed to him at $100.00; a credit memo for that amount wa« 
issued to him, and recorded in the returned sales and allowances book. 
Since Magee took a 2% cash discount when he paid for the invoice, he 
should have been credited with only S9S.00 when he returned the goods. 
Magee has been notified that the credit memo should have been for 
only 89S.OO. Make a journal entry for the $2.00 correction. 

22 — Collect from John Doty the amount of our invoice No. G, $750.00, less 2% 

cash discount. 

23 — Pay Albert Steggal for purchase of April 13, $305.00, less 1 % cash dis- 

count. 

Pay note to Frank Howard, $620.00. 

24 — Collect from Herman Moore for our invoice No. 7, $470.00, less 29c cash 

discount. 

Receive a 30-day, non-interest note from John Doty for $725.00, the 
amount of the sale to him today. 

25 — Pay Albert Steggal for merchandise purchased April 3, $479.70. 

Pay Maurice Hancock amount of invoice No. 1962 purchased April 17, 
$400.00, less credit memo of April 20, $12.00, and less cash discount 
of 1%. 

2G — Pay John Magee the $08.00 credit balance in his account. 

Give Albert Steggal a 30-day, G% note for $195.00, the amount of our 
purchase from him today. 

27 — Issue a check to Frank Howard for amount of invoice of April IS. $627. SO. 
2S — Fred Madison dishonored his $400.00 note due today. 

29 — Pay O. E. Peterman $277.20, for his $280.00 invoice of April 19, less l9o 

cash discount. 

30 — Collect from Frank Howard the amount of the credit memo issued by him, 

and recorded April 29. 

Receive a check for S9G5.30 from Charles Lyons, in payment of our 
invoice No. S. Since the check was received after the discount period 
had expired, the $19.70 discount is not allowed. 

Pay salesmen’s salaries, $020.00. 

Problem A-2. This problem illustrates controlling accounts as well ns the use 
of special columns in the cash books. 

Entries for sales, returned sales and allowances, purchases, and returned pur- 
chases and allowances have been made by your assistant. You are to make entries 
in the cash books and journal. 

Make all postings. Prepare a trial balance of the general ledger, and schedules 
of the subsidiary ledgers. 

Aug. 1 — Issued capital stock for cash, $25,000.00. 

Purchased a complete stock of merchandise for cash, $15,000.00. 
Purchased store equipment for cash. $1,800.00. 

Paid store rent for month, $300.00. 

2 — Sale to Robert Dennis on account, $$30.00. 

Purchased merchandise from Babcock & Co... $1,800.00; their invoice 
August 1. 
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Aug 2— Gave Babcock & Co our 15-day, 6% note for amount of today’s purchase 

3 — Sale to H E Canfield, $900 00 

Received a 20-day, 6% note from H E Canfield for amount of sale 
today 

4 — Purchased merchandise from Davenport, Inc, $760 00, their invoice 

August 3 

Paid advertising, $285 00 

5 — Sale to Roy Porter $500 00 

Received a 30-day, 6% note from Porter for the amount of the sale today 

6 — Issued a credit memo to Robert Dennis, $22 50 
Cash sale of merchandise, $110 00 

Discounted our 30-day note for $6 000 00 at First National Bank Dis- 
count rate, 6% 

8 — Sale to James Edmunds on account, $946 00 
Paid freight m, $72 50, and freight out, $31 75 

9 — Sale to Paul Hurd, $1,200 00 

Received a 20-day, 6% note from Hurd for the amount of today’s sale 
30 — Purchased merchandise on account from French and French, $1,100 00, 
their invoice August 9 

11— Sale to Paul Hurd on account, $1,275 00 

12 — Sale to H E Canfield on account, $815 00 
Cash purchase of merchandise, $420 00 

13— Issued credit memo for $18 00 to James Edmunds 

Sent a check to Davenport, Inc , for the $760 00 purchase of August 4, 
less 2 % discount 

15 — Sale on account to Roy Porter, $680 00 

16— Received credit memo 137 for $30 00 from French and French to apply 

against purchase on August 10 

Purchase on account from Globe Corporation, $950 00, their invoice 
dated August 14 

17— Collected from James Edmunds for $946 00 sale on August 8, less credit 

memo issued on August 13, and less 2% cash discount 
Paid the $1,800 00 note given to Babcock & Co on August 2, and interest 

18 — Paid French and French for $1,100 00 purchase on August 10, less $30 00 

credit memo and less 2 % cash discount 
Cash sale $310 00 

19— Purchase from Davenport, Inc , $1,000 00, their invoice dated August 17 
Gave Davenport, Inc , our 30-day, 6% note for $1,000 00 

20 — Collected from Paul Hurd for sale of August 11, less 2% cash discount 

22— Sale to Herbert Ryan on account, $263 00 

23— Collected the Canfield note, S900 00, received August 3, and interest 
Paid Globe Corporation for purchase of August 16, less 2 % cash discount 

24 — Collection from Roy Porter for sale on August 15, $680 00, less $13 00 

freight paid for our account, and less 2% cash discount 
Purchase from Babcock A Co $1,390 00 their invoice dated August 23 

25 — Collected $830 00 from Robert Dennis for our invoice No 1 Dennis 

forgot to deduct the $2250 credit memo issued on August 6, we 
notified him of this fact 

26 — Received a check from H E Canfield for $798 70 the amount of the sale 

on August 12, less 2 % discount The discount was not allowed The 
bank charged $ 25 exchange on the check 

27 — Sale to James Edmunds on account, $312 00 

Purchase from French and French, $2,297 00, then invoice August 25 
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Aug. 29— In accordance with hi* request, wo sent Robert Penni* $22.50, the amount 
of the credit memo sent him on August 0, and imt d.eductcd by him 
when making his remittance on Animat 25. 

Paul Hurd dishonored the 0 r ' c note he gave us on August 9. 

30 — Received credit memo C202 from Babowk A Co. lor 303.00 to apply 

against pureha~c on August 24. 

Paid freight in, 332.70, and freight out, $20.50. 

31 — Paid office salary, $200.00. 


Problems — Group B 

Problem B-l. A bookkeeper drew off the following general ledger trial balance 
and schedules of subsidiary ledgers. You will note that the trial balance does not 
balance, and that the schedules of accounts receivable and accounts payable do 
not agree with their respective controls. 

On the following pages you will find the books of original entry and the ledgers. 
Make a list of the errors and prepare a trial balance of the general ledger and 
schedules of the subsidiary ledgers showing what the balances in the accounts in 
the three ledgers would have been if the books hail been kept correctly. 

A'ou arc uot required to correct the books. 

See page 132 for procedures to be followed. Get the general ledger into balance 
before working on the subsidiary ledgers. 

General Ledger Trial Balance 
November 30, 19 — 


Cash $,0S7.D1 

Accounts Receivable 1,392.20 

Accounts Pavable 1,373.00 

Capital Stock 10,000.00 

Sales __ 2,430.17 

Returned Sales and Mlowance* 31.70 

Purchases 5,279.1$ 

Returned Purchases and Allowance* .... 51.9o 

Store Rent 200.00 

Discount on Purchase* 4 1.70 

Discount on Sales 13.93 

15.040.75 13.S77.11 

Schedule of Accounts Receivable 
November 30, 19 — 

F. C. Cole 300.00 

J. R. Maxwell. • •• 17o.75 

John Moore . o9/.20 

Harry Paine 312.01 

Total hP<9 0< 


Schedule of Accounts Payable 
November 30, 19 — 

Martin Bailey • 

Fred Hamilton . 

D. R. Murphy. . . . 

Total 


190.00 

910.70 

2QS.G0 

ucTTSo 
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Freight In 


(Page 12) 
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F. E. Cooper 
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ASSIGNMENT MATERIAL FOR CHAPTER 11 
Questions 


1 Distinguish between accrued expense and deferred expense 

2 Distinguish between accrued income and deferred income 

3 State as to each of the following whether it is accrued or deferred expense, 
or accrued or deferred income 

(a) Advertising expense paid for six future months 

(b) Interest paid to maturity on a note payable which is not due for two 

months 

(c) Taxes for the period which are not due for three months 

(d) Rent earned but not due for two weeks 

(e) Collections received m advance for services to be rendered in the 

future 

4 In connection with the closing of the books what three journal entries are 
made with respect to each income or expense account affected by a deferred or an 
accrued item? 

5 Where should accrued and deferred items be classified in the balance sheet? 

6 Deferred expenses usually are not realizable in cash then why should they 
be shown on the asset side of the balance sheet? Similarly deferred income does 
not represent a liability payable in cash, then why should it be shown on the 
liability side of the balance sheet? 

7 Where should the following be classified in the balance sheet? 

(a) Accrued taxes 

(b) Advertising expense paid in advance 

(c) Accrued interest receivable 

(d) Rent collected in advance 

8 Ignoring deferred and accrued items when the books are closed at the end 
of 1948 will cause misstatements of the net income of both 1948 and 1949 Com 
plctc the following chart 

Net Income 
1948 

Deferred charge ignored Understated 

Deferred income ignored 
Nass’iici vsimsA. vgwwrei 
Accrued income ignored 

9 Ignoring deferred and accrued items will also affect the balance sheet pre- 
pared at the end of the period Complete the following chart 

Balance Sheet December 31 1948 
Assets Obi gationa Surplus 

Deferred expense ignored Understated Understated 

Deferred income ignored 
Accrued expense ignored 
Accrued income ignored 


Net Income 
1949 

Overstated 
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Problems — Group A 

Problem A-l. The Dugan Store closes its books at the end of each month. 
Its three clerks are paid $27.00 each per week; payment is made even- Saturday 
evening. 

The last Saturday of November fell on the 2Sth. Give the adjusting. cIo=insr, 
and reversing entries required in connection with the closing as of November 30. 
Submit the Accrued Salaries Payable and the Clerks’ Salaries accounts. Compute 
the accrual on the basis of a work week of six days. 

Problem A-2. From the following information, prepare the adjusting, closing, 
and reversing journal entries at the end of the year. 

Henry Olsen bought two fire insurance policies during the year.'*" One policy, 
with a term of three years, was purchased on April 1 at a premium cost of $250.00. 
The other policy, with a one-year life, was purchased on September 1 at a premium 
cost of $150.00. Olsen’s books are to be closed on December 31. 

Show the Insurance account and the Unexpired Insurance account. 

Problem A-3. On December 1G, T. L. Bank rented office space to James Kelly 
at $100.00 per month, and collected $150.00, which paid the rent to the end of 
January. Bank closes his books on December 31. Prepare the adjusting, closing, 
and reversing entries to be made by Bank in connection with this matter. Show 
the Rent Income account and the Rent Collected In Advance account. 

Problem A-4. T. H. Ilaskell, Inc., held a considerable number of notes re- 
ceivable on which the company had collected, during the year, $512.00 in interest. 
On December 31 interest bad accrued but had r.ot been collected on tbe following 
notes: 


Face Interest Date 
Maker of Note Kate of Note 

F. F. Blair $1,000.00 5$' c December 1 

C. D. Hall 2,000.00 0 December 1G 

O. A. Rounds 1,500.00 6 November 1 

Prepare the adjusting, closing, and reversing entries incident to closing the 
books on December 31. Submit the Interest Income and Accrued Interest Receiv- 
able accounts as they would appear in the ledger. 

Problem A-5. The trial balance of tbe Towner Company on December 31 
appeared as follows: 


Accounts Receivable 

Accounts Payable 

Advertising 

-1,200.00 

S0.00 

5,300.50 

1,502.30 

Capital Stock. 

Commission Income 

Delivery Equipment 

Delivery Expense 

Dividends 

1,200.00 

97.55 

150.00 

990.00 

10,000.00 

312.70 


301.00 


Interest Expense 

Interest Income 

Inventors- (November 30) 

75.00 

1,000.00 

100.00 
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Notes Receivable 

3,200 00 


Notes Payable 


2,500 00 

Office Expense 

60 00 


Office Salaries 

350 00 


Purchases 

8,500 00 


Purchase Returns and Allowances 


300 00 

Rent 

200 00 


Sales 


900000 

Sales Returns and Allowances 

315 35 


Store Salaries 

400 00 


Surplus (November 30) 


2 622 30 


26 337 30 

26 337 30 


Prepare adjusting journal entries for the following matters 

(a) Accrued store salaries, $50 00 

(b) Unexpired insurance, $150 00 

(c) Accrued interest on notes receivable, $10 00 

(d) Accrued interest on note3 payable, $7 90 

(e) Oil on hand for use m delivery truck, $8 50 

(f) Prepaid interest on notes payable, $7 20 

(g) Commissions collected in advance, S3 25 

The merchandise inventory on December 31 was $2,130 00 
Complete the working papers, prepare a statement of profit and lo«s, a state- 
ment of surplus, and a balance sheet 

Prepare the December 31 closing entries and the reversing entries required 
on January 1 

Take a trial balance after posting the reversing entries. 


Problems — Group B 

Problem B-l. A magazine publishing company credits a Subscription Income 
account with all subscriptions collected Subscriptions taken in January are 
regarded ns beginning with the February issue, and are therefore regarded as 
11/12 earned at the end of the year The same theory is applied to subscriptions 
taken in subsequent months The Subscription Income account at the end of a 
year appears as follows 
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Prepare a schedule showing your computation of the unearned subscription 
income. 

Submit the adjusting entry and the closing entry. 

Problem B-2. A company insured its property under three-year policies pur- 
chased as shown below: 


Date 

January 1 . . 
March 1 

July 1 

December 1 . 


Premium 

$120.00 

00.00 

300.00 

210.00 


Submit adjusting, closing, and reversing entries as of the end of the year. 


Problem B-3. The balance in the Interest Expense account on December 31 
is §925.75. On December 2, the company discounted at bank its 90-day note 
payable for §30,000.00; the discount rate was 0%. On December 15, the com- 
pany gave a creditor its G% note for §24,000.00, due in 60 days. 

Make adjusting, closing, and reversing entries as of the end of the year. 

Problem B-4. Bert Bailey operates a summer resort. The resort opened in 
June. On June 30 the balance in his Income from Guests account was §1,213.50. 
On June 16, Hubert Hale rented a cottage for a month, on a lease expiring July 15, 
and paid a month's rent in advance, S1S0.00. On June 21, Robert Morris rented 
a cottage for a month, on a lease expiring July 20, at §175.00, payable at the end 
of the month. 

Make the adjusting, closing, and reversing entries for Bailey as of the end of 
June. 

Problem B-5. The trial balance of The T. L. Hagen Corporation on December 
31, 19 — , appears below: 


Cash.. 

0,750 00 


Accounts Receivable 

5,000 00 


Notes Receivable 

3,500 OO 


Inventory (November 30). 

2,000.00 


Office Equipment 

750.00 


Accounts Parable 


2.SOO.OO 

Notes Parable 


5,000.00 

Capital Stock 


7,500.00 

Surplus- 


1,190.00 

Sales 


29,000.00 

Returned Sales and Allowance-. . 

900.00 


Purchases 

25,000.00 


Returned Purchases and Allow a tires 


500.00 

Adverti-ing- 

400.00 


Salaries of Salesmen 

§00.00 


Insurance 

250.00 


Miscellaneous General Expense 

375.00 


Interest Income 


125.00 

Interest Expense 

90.00 



SOOOO 



4G.1I5 00 

40,115 00 
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Adjustments are required for the following accrued and deferred items' 

(a) Unpaid rent for December, SI 50 00 

(b) Unpaid sale a men’s salaries, S125 00 

(c) Uoexpixed insurance, S225 00 

(d) Accrued interest on notes receivable, S30 00 

(e) Accrued interest on notes pa} able $25 00 

(f) The company discounted a note at the bank, the discount deducted by 

the bank was charged to Interest Expense S2Q0Q of this charge 
should be deferred 

The inventory on December 31 was Sl,750 00 
Prepare working papers 



ASSIGNMENT MATERIAL FOR CHAPTER 12 

Questions 


Is the balance sheet a statement of fact or opinion? Is the statement of 
profit and loss a statement of fact or opinion? Give reasons. 

2. Distinguish between real, nominal, and mixed accounts. 

3. Adjusting entries may be made for the following classes of items: 

Accrued expenses. 

Accrued income. 

Deferred expenses. 

Deferred income. 

Bad debts. 

Depreciation. 

Which of these adjusting entries are reversed? 

4. The Insurance account is a mixed account if its balance includes any un- 
expired premiums. After the adjusting entry transferring the unexpired insurance 
to an Unexpired Insurance account lias been posted : 

Is the Insurance account real, nominal, or mixed? 

Is the Unexpired Insurance account real, nominal, or mixed? 

5. Distinguish between the Reserve for Bad Debts account and the Bad 
Debts account. How should each be classified in the balance sheet or statement 
of profit and loss? 

6. Why are accounts receivable not charged directly to an expense account 
when they are found to be worthless, instead of being charged to a Reserve for 
Bad Debts? 

7. The account receivable of F. K. Jones, amounting to SS5.00, is considered 
worthless. Give the journal entry to write it off. 

8. The trial balance of the X Company on July 31, before the books were closed 
for the month, was, in part, as follows: 

Accounts Receivable . . $35,000.00 

Reserve for Bad Debts. .... ? S00.00 

Sales ... . 50,500.00 

Returned Sales and Allowances 500 00 

The SSOO.OO in the Bad Debt Reserve is the balance remaining from credits 
in previous months. 

The company provides for bad debt looses by monthly charges of 2% of net 
sales. Make the July 31 adjustment for bad debts. 

What amount will appear in the statement of profit and lo-s ns the bad debt 
expense for July, and where will it be shown? How will the accounts receivable be 
shown in the balance sheet for July 31? 

9. The trial balance of the I' Company on December 31. before the books were 
closed for the year, contained the following items (among other-): 

Accounts Receivable $i 5,000.00 

Reserve for Bad Debts 
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$2,100.00 
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After a careful study of the open accounts was made it was estimated that the 
total loss to be incurred in collecting the accounts w ould not exceed S2 750 00 
Make the December 31 adjustment for bad debts 

What amount will appear in the statement of profit and loss as the bad debt 
expense for the year and where will it be «hown? How w ill the accounts receivable 
be shown m the December 31 balance sheet 7 

10 After adjustments for bad debt losses were made the trial balance of a 
certain company contained the following balances on December 31 

Accounts Reee vable S75 000 00 

Reserve for Bad Debts $3 500 00 

Bad Debts 2 500 00 

Why is the credit balance of the reserve greater than the debit balance m the 
Bad Debts account? 

In which statement (balance sheet or statement of profit and loss) will the 
balance of the Reserve for Bad Debts be shown? In which statement will the 
balance of the Bad Debts account be shown 7 

Which account will be closed to Profit and Loss wl en the books are closed 7 

11 A company s trial balance at the end of 1948 contained the following items 

Build ngs $50 000 00 

Reserve for Depreciation — Buildings $6 000 00 

Depreciation of the buildings is provided for at the rate of 4% a year lSo 
provision has yet been made for 1948 

Make the journal entrj providing for the depreciation of buildings for 1948 

After this entry is posted what will be the balances in the following accounts 7 
Buildings 

Resene for Depreciation — Buildings 
Depreciation Buildings 

How will these account balances be used in preparing the statements for the 

year? 

12 What entries should be made with respect to a fixed asset which has been 
fully depreciated in the accounts 7 

13 If an asset has been fully depreciated on the books but is 'till in use by 
the business what is indicated with reference to the profits shown by the books 
m prior periods? 

14 How should depreciation and bad debt charges be classified in the statement 
of profit and Joss 7 

16 Depreciation reserves and the reserve for bad debts normally have credit 
balances Then why are they not shown on the right side of the balance sheet 
where other accounts with credit balances are shown 7 

16 Why not deduct the total of all the depreciation reserves from the total 
of the balances of the fixed asset accounts m the balance sheet instead of going to 
the trouble of itemizing the reserves and making individual deductions 7 

17 The Small Tools account has a debit balance of S4 215 60 an inventory 
shows that the small tools on hand have a depreciated value of $3 26o 75 Make 
the journal entry to record depreciation of the small tools 
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Problems — Group A 

Problem A-l. The trial balance of Blue Star Corporation as of December 31 
19— will be found in the laboratory material. Make the necessary adjusting 
entries for accrued and deferred items and for reserves. Letter the adjusting entries 
to correspond v.ith the intormation set out below. In addition, prepare working 
papers, statement of profit and loss, statement of surplus balance sheet, and 
closing entries. 


(a) Depreciation of store building 

(b) Depreciation of store equipment 

(c) Depreciation of delivery trucks 

(d) Depreciation of furniture and fixtures 

(e) Accrued salesmen’s salaries 

(f) Accrued office salaries 

(g) Accrued interest on notes payable 

(h) Prepaid store rent 

(i) Accrued taxes . . . . 

(j) Inventor}' of office supplies 

(k) Unexpired insurance 

(l) Interest accrued on notes receivable 

(m) Stationery and postage unused 

(n) Collection of rental income in advance . . 

(o) The reserve for bad debts should be credited with } i of 1 % 

of the net sales. 

(p) Interest paid in advance on notes payable 

(q) Mortgage interest is payable on March 31 and September 

30. Interest has been paid to the latter date. 

(r) Prepaid advertising 


3 % 

10 % 

25% 

Cl 'C~ 
2 /C 

$200.00 

70.00 

72.00 

50.00 
100.00 

30.00 

50.00 

20.00 
150.00 

75.00 


15.00 


150.00 


The inventor}' on December 31, 19 — was valued at $35,000.00. 

Do not make the reversing journal entries; however, indicate (by the reference 
letters) which journal entries should be reversed on January I. 


Problems — Group B 

Problem B-l. A trial balance contains the following balances on December 31: 

Accounts Receivable $35,657.55 

Reserve for Bad Debts ? 92S.50 

Sales _ 415.7S3.25 

Returned Sales and Allowances 3,215.22 

(a) The amount to be added to the reserve is T ){ of 1% of the net sales. Give 
the journal entry for the addition to the reserve, and show how the accounts 
receivable should appear in the balance sheet. 

(b) The reserve is to be increased to $4,000.00, the estimated amount of bad 
debt losses. Give the journal entry for the addition to the reserve, and show how 
the accounts receivable should appear in the balance sheet. 

Problem B-2. (a) A trial balance contains the following balances: 

Accounts Receivable $29,645.S7 

Reserve for Bad Debts $1,S23.56 

Show how the accounts receivable should appear in the balance sheet. 
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(b) A $215 67 account receivable from Horace Bradley is determined to be 
uncollectible and is to be written off Make the journal entry to write off this 
account and show how the accounts receivable should appear in the balance sheet 

Problem B-3. A trial balance contains the following balances 

Machinery and Equipment $35,625 75 

Reserve for Depreciation — Machinery and 
Equipment $9 682 57 

The debit balance of the asset account includes the cost, $2,000 00, of a machine 
which h3s been fully depreciated Make the journal entry to write off tins fully 
depreciated asset 

Problem B-4 A company prepared a profit and loss statement at the end of 
its first year of operations, which showed a net profit of $13,274 86 The book- 
keeper failed to give consideration to the following matters 


Depreciation of building $1,215 00 

Depreciation of deliverj equipment 400 00 

Provision for bad debts 1,175 00 

Unexpired insurance 210 00 

Accrued taxes 367 00 

Accrued interest on notes receivable 25 00 

Rent collected in advance 200 00 


Determine the correct net profit after making the adjustments 

Problem B-5 At the end of the second year of the life of The X Company, 
the attention of the bookkeeper was called to the fact that he had not given recogm 
tion to the following matters when closing the books 


At the End of 
First bear Second Year 


Depreciation 

Buildings 

Furniture and fixtures 

Reserve for Bad Debts — Balance required at 
year end 

(Bad debts charged to Bad Debts expense ac- 
count first j ear $29o 00 second j ear, 
S983 00 ) 

"Unexpired insurance 
Accrued interest on notes receivable 
Accrued wages payable 
Rent collected in advance 


S 1,00000 $ 1,00000 

300 00 325 00 

725 00 890 00 


325 0G 24500 

45 00 7500 

467 00 523 00 

100 00 150 00 


The statements prepared by the bookkeeper showed 
Net profit 

First year 11,215 00 

Second year 12,395 00 

Net worth 

At end of first year 86,215 00 

At end of second year 91,110 00 

Compute the adjusted profit for each year, and the adjusted net worth at the 
end of each year. 
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Questions 


1 . Explain the following terms as applied to promissory notes: 

(a) Endorser. 

(b) Endorsee. 

(c) Unqualified endorsement. 

(d) Qualified endorsement. 

(e) Endorsement in full. 

(f) Endorsement in blank. 

(g) Restrictive endorsement. 

(h) Accommodation endorsement. 

(i) Contingent liability on notes receivable discounted. 

G) Discount period. 

2. What is the purpose of requiring an endorsement on paper that is payable to 
bearer? 

3. What is the purpose of the Notes Receivable Discounted account? 

4. What transactions are recorded in the following accounts? 


Notes Receivable 


19— | 

) 

i i Rf- ; 


| 

July 

11 A. Smith 

1 500 00 Aug. , 12 A. Tillman 


200,00 


9| J. Griffin 

' 750 00, 2l! .1, Griffin 


750 00 


2S; A. Tillman 

| 200 ooi ! 



Aug. 

•tj J. P. Clark 

| 100,00’ | j 




Notes Receivable Discounted 

r~ ’ n r 

Aug. 21 J. Griffin ! j 730 00 Aug. 12, J. Griffin ) ' 730 00 

( J III 'i t . J. P. Clark 10000 

IIow should the facts shown by these accounts appear in the balance sheet? 

6. Compute the proceeds of the following S3, 000.00 notes: 




Rate of 



Time 

lriicre-t Date 

llatc of Discount 

Date of Note 

of Note 

on Note Pi'cnunted 

Charged l>y Bank 

(a) .lune 9, 19tS 

00 days 

June 15 

0 Vc 

t,ii) June 9, 19iS 

GO days 

o'c June 15 

0 r c 

(c) June 9, 19 IS 

2 month' 

June 15 

0 

(cl) June 9, 191S 

2 months 

5 r r June 15 

G% 


Problems — Group A 

Problem A-l. Make entries in journal form to record the following trans- 
actions. 

(la) Feb. 3— Discounted our S3.000.00, 30-day note payable at the bank. Di- 
count rate, 0^. 
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(lb) Mar 5 — Paid the above note at the bank 

(2a) May 9 — Received a 30-day, non interest note from Kurt Hudson, $3,000 00, 
to apply on account 

(2b) May 17 — Discounted the Hudson note at bank Discount rate, 6% ' 

(2c) June 8 — Hudson paid the bank for his note 

(3a) July 8 — Discounted at bank a 60-day, non interest note signed by Richard 
Coogan, dated July 1 Face of note, $5,400 00 Discount 
rate, 5% 

(3b) Sept 6 — Coogan dishonored his note and we paid the bank 
(4a) Oct 7 — Discounted at bank a 60-day, 6% note dated October 3, for 
S7 500 00, received from Trcd Whitney Discount rate, 5% 
(4b) Dec 2— Whitney paid his note at the bank 

(5a) Jan 16 — Discounted at bank a 60-day, b% note for S4,500 00, received on 
January 11 from Lester Madison to apply on account Discount 
rate, 7% 

(5b) Mar 13 — Madison dishonored his note and we paid the bank the amount due 
together with a protest fee of S3 15 

(6a) Apr 11 — Received a 30-day, non interest note for $3,000 00 from George 
Anthony to apply on account 

(6b) Apr 17 — Transferred this note to David Jubb to apply on account Dis 
count rate G% 

(6c) May It — Anthony paid Jubb for the note due today 
(7a) June 19 — Received a 60-day, 6% note for $3,600 00 from Chester French 
to apply on account 

(7b) June 25 — Transferred this note to Martin Nelson to apply on account 
Discount rate 5% 

(7c) Aug 18— French dishonored the note and we made payment to Nelson, in- 
cluding a protest fee of $2 85 

(8a) Sept 12 — We received from F D Victor, to apply on his account, a 30-da>, 
non interest note signed by Newton Harris, dated August 31 for 
$5,000 00 The note was taken at a discounted value, rate 6% 
(8b) Sept 30-— Collected the above note from Harris 

(9a) Oct 15 — Charles Snowden was indebted to us on account in the amount of 
$8,000 00 He transferred to us a 60-day, 6% note for $7,000 00 
dated October 3 signed by Yates A Peterson, which we took 
on a 6% discount basis Snow den paid us the remainder of his 
account in cash 

(9b) Dec 2 — Yates & Peterson dishonored the note, we presented it to Snowden 
who paid it in full 

Problem A-2 Record the transactions of Problem A-l in the columnar cash 
books and journal provided in the laboratory material 


Problems — Group B 

Problem B-l Make entries in journal form to record the following trans- 
actions on the books of Snow and Harris 

Oct 13 — Jacob Snow sold merchandise to Frank Hams, $2,400 00, and received 
a 30 -day, non interest note from Hams for the amount of the sale 
19 — Snow discounted the note at the bank, discount rate, 6% 

Nov 12 — Hams paid the note at the bank 



569 


ASSIGNMENT MATERIAL— CHAPTER 13 

Problem B-2. Make entries in journal form to record the following transaction- 
on the books o? Brennan and Ward. 

Dec. 19— Patrick Brennan sold merchandise to Samuel Ward. $0,000.00, and 
received a 60-day, 0 r c note from V ard for the amount of the sale. 

31— Brennan discounted the note at the bank; discount rate, 4^. 

Feb. 17— Ward dishonored the note. Brennan paid the bank the face of the note, 
the interest, and a protest fee of $2.S7. 

23— Ward gave Brennan a new 30-dav, 6% note for $3,309.00, and paid 

Brennan the remainder of his indebtedness in cash. 

Problem B-3. Make entries in journal form to record the following transactions 
on the books of Walsh, Voss, and Hartman. 

Jan. 13 — Emil Hartman sold merchandise to Homer Voss, $4,500.00, and received 
a 60-day, non-interest note for the amount of the sale. 

24 — Peter Walsh sold merchandise to Enid Hartman. $6,200.00. Hartman 

transferred to Walsh the note which he had received from Vos-; 
Walsh took it on a 6% discount basis. Hartman paid Walsh the 
balance of the invoice in cash. 

Apr. 14 — Walsh collected the note from Voss. 

Problem B-4. Make entries in journal form to record the following transactions 
on the books of Dempsey, Rogers, and Walton. 

May 16 — James Dempsey sold merchandise to B. E. Rogers. $ 2,400.00 , and re- 
ceived a 30-day, 6% note for the amount of the =ale. 

28 — David Walton sold merchandise to James Dempsey, $5,400.00, and 
received the following: 

The Rogers note, which he took on a 6 C T- discount basis. A 60-day, 
6% note for $2,000.00, signed by Dempsey. Cash for the balance. 
June 15 — Rogers dishonored the note and Walton collected it from Dempsey. 

Dempsey collected $1,000.00 from Rogers. 

July 27 — Walton collected the $2,000.00 note from Dempsey. 

Problem B-5. Make entries in journal form to record the following trans- 
actions on the books of Vance, Howard, aud Spencer. 

Aug. 15 — Oliver Vance sold merchandise to Richard Howard, $3,000.00, and 
received Howard’s 60-day, 6/1- note for the amount of the invoice. 

21 — L. H. Spencer sold merchandise to Oliver ^ ance, $4,SQ0.0J, and received: 
The Howard note, which he took on a 5FT discount basis. A 00-day, 
5<~ note for $1,500.00, signed by Vance. Cash for the balance. 
24— Spencer discounted both of the notes at the bank; di-count rate, 401 - 
Oct. 14 — Howard dishonored his note and Spencer paid the bank the i.aec, the 

interest, and a protest fee of $1.92. 

15_ Spencer collected from Vance the amount he paid the bank for the 
dishonored Howard note. 

17 — Vance received from Howard a new 30-day, 69c note for ..2,000.00 and 
cash for the remainder of the amount owed. 

20 — Vance paid his discounted note at the bank. 
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Questions 

1 A check is a bill of exchange Explain this statement 

2 Who are the parties to a bill of exchange’ 

3 Explain the following terms used in connection with bills of exchange 

(a) Drawer 

(b) Drawee 

(c) Payee 

(d) Acceptance (two meanings) 

(e) Commercial bill 

(f) Sight draft 

(g) Time draft 

4 What is a trade acceptance 1 2 3 4 * 6 7 

5 Gi\e the procedure and entries of the drawer in the use of a two-party sight 
draft 

(a) For the collection of an account 

(b) In connection with a COD shipment 

6 Describe two transactions which might mvohe the charging of an exchange 
fee b> a bank 

7 Describe two transactions which might imohe the charging of a collect! n 
fee bj a bank 


Problems — Group A 

Problem A 1 Make entnes in journal form to record the following trans- 
actions 

(1) July 1 — Gai e our check to Rite Allerton Company for $ 300 00 in payment 

of their account 

(2) Aug 5— I c sued a check for $4o0 00 m payment of our account with St 

Johns Co At their request we had the check certified 

(3) Aug 1G — Is«ued a check for S12o 15 to the Fourth National Bank for a 

ca'hier s check for $I2o 00 made paj able to us Me endorsed 
the check an 1 sent it to Fort Dodge Products Co in full pay 
ment of our account 

(4) Aug 22 — Piccen ed a bank draft from Gates A Martin for S200 00 to apply 

on account 

(oa) Sept 2o — We drew a SG0000 sight draft on F R West payable to oursehes 

and left it with our bank for collection 

(ob) Sept 29 — M e w ere informed by the bank that M est paid the draft and that 

our account bad been credited with the proceeds $509 50 

(6) Oct 10 — Our bank informed us that it ha 1 rccen ed for collection a sight 

draft for $37o 00 drawn on us by Patterson Brothers to apply 
on account We instructed the bank to pay the draft and 
charge it to our account 
570 
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(7a) Nov. 17— Sold merchandise to Allen & Block for $700.00; terms, sight draft 
with bill of lading attached. Tiie sight draft and bill of lading 
were left with our bank for collection. 

(7b) Nov. 20 — Received a notification from our bank that it had credited our 
account with $759.00, the proceeds of the Allen & Block draft. 

(S) Dec. 11— Our bank notified us that it held a $300.00 sight draft drawn on us 
by 11 infield Company, with bill of lading attached. IVe drew 
a cheek payable to the bank for the amount of the draft: after 
receiving the bill of lading from the bank, we presented it to the 
railroad and received the merchandise. 

(9a) Jan. 14 — P. N. Gleason has owed ns $450.00 for several months. IVe drew 
a draft on Gleason today, payable to ourselves, 15 days after 
sight, for $450.00, and mailed it to Gleason with a request that 
he accept it. 

(9b) Jan. 10 — The accepted draft was received from Gleason today. It was 
accepted under date of January 15. 

(9c) Jan. 2S — Left the Gleason acceptance at the bank for collection. 

(9d) Feb. 2 — Received notification from the bank that the Gleason acceptance 
had been collected and that our account at the bank had been 
credited with the proceeds, $449.50. 

(10a) Mar. 19 — Received a letter from Henderson. Inc., requesting that we accept 
the enclosed draft for $000.00, payable 30 days after sight, to 
• settle our overdue account. IVe accepted the draft and re- 
turned it to the drawer. 

(10b) Apr. 17 — Sent Henderson, Inc., a check for $000.00 in payment of our 
acceptance. 

(11a) Oct. 5 — Forest Hills Wholesale Co. bought $500.00 worth of merchandise 
today. They are to accept the 30-dav draft accompanying the 
invoice. 

(lib) Oct. 0 — Forest Hills Wholesale Co. returned the accepted draft: it is due 
30 days from date. 

(11c) Nov. 4 — Received Forest Hills Wholesale Co.’s check for $500.00 in pay- 
ment of acceptance due today. 

(12a) Aug. 21 — Purchased $900.00 worth of merchandise from Dorchester Supply 
Co.; terms, trade acceptance due 45 days after -ight. The 
merchandise was received and the draft was accepted. 

(12b) Oct. 5— Issued our check for $900.00 in payment of acceptance held by 
Dorchester Supply Co. 

(13a) May 15— Sold $2,400.00 worth of merchandise to Cross & Wells: terms, 
10-day sight draft less l c c discount. 

(13b) May 16 — Received the 10-day acceptance from Cross <k 11 ells. It is due 
Mav 25. 

(13e) May 17— Discounted the Cross & Wells acceptance at the bank. Discount 
rate, OCc- 

(13d) May 25— The bank informed us that Cross & Wells dishonored their ac- 
ceptance. due today. IVe paid the bank. 

(14a) Julv G— We drew a sight draft on Lester Mark requesting him to pay 
$450.00 to Cook Agency. Inc., to apply on our liability to that 
companv. 

(14b) July S— Cook Agency, Inc., notified us that Mark had paid the draft 
drawn on him. 

(15a) Aug. 10— IT. W. Jones presented a 45-day sight draft drawn on u= by D. J. 

Sickle, payable to Jones, for $350.00. We accepted the draft. 
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(J5b) Sept 24 — We were notified by the bank that it held for collection the 4.5-day 
acceptance payable to Junes We instructed the bank to pay 
the draft and charge it to our account 

Problem A-2 Record the following transactions in the columnar cash books 
and journal provided in the laboratory material, and make supplementary entries 
in the note registers 

(la) Jan 15 — Received a 30-day, non-interest note for $1,000 00 from Henrj 

Higgins to apply on account 

(lb) Feb 14 — Collected the Higgins note 

(2a) Mar 6 — Issued a 60-day non interest note for $1,500 00 to Gates Bros 
to apply on account 

(2b) May 5 — Paid the Gates Bros note 

(3a) June 10 — Received a 30-day 6% note for $2 500 00 from John Holmes to 
apply on account 

(3b) July 10— Collected the Holmes note 

(4a) Aug 17 — Received a 30-day, non interest note from George White for 
$700 00 the amount of a sale today (Omit entry for sale 
but assume it has been made in the sales book ) 

(4b) Sept 16 — White dishonored his note due todaj 

(5a) Oct 10 — Issued a 60-day non interest note to David Davis for $o00 00, 
the amount of a purchase todaj (Omit entry for purchase, but 
assume it has been made in the purchase book ) 

(5b) Dec 9— We dishonored the David Davis note at maturity 
(6a) Jan 15 — Received a 30-day, non interest note for $1,000 00 from Henry 
Forbes to apply on account 

(6b) Feb 14 — Forbes paid only S300 00 on his note due today 
(7a) Mar 26— Received a 30-daj 6% note for $1,200 00 from Frank Luce to 
apply on account 

(7b) Apr 25 — Luce paid us $700 00 on the principal of his note due today, and 
the interest and gave us a new C% note due in 30 days for the 
balance 

(7c) May 25 — Collected from Luce the note receded on April 25 
(8a) June 14 — Issued a 60-day 6% note to Duncan Dale for $2,500 00 to applj 
on account 

(8b) Aug 13 — Paid the interest on the Dale note and $1,500 00 on the principal 
and gave a new 30-daj 6% note for the balance 
(8c) Sept 12 — Paid the Dale note gnen on August 13 

(9a) Oct 23 — Discounted our S5 000 00 60-day note payable at the First State 
Bank Discount rate, 6% 

(&b) Dw 22—Pxid the S5G0202 nete at the bank 

(10a) Jan 3 — Received a 30-day, non interest note for $2,000 00 from Fred 

Matthen s to apply on account 

(10b) Jan 9— Discounted the Matthews note at bank Discount rate, 6% 

(10c) Feb 2— Matthew s paid his note at the bank 

(11a) Mar 16 — Received a 60-day, 6% note for $6,000 00 from Robert Richardson 
to apply on account 

(lib) Mar 28 — Discounted the Richardson note at the bank Discount rate, 6% 
(11c) May 15 — Richardson dishonored his note We paid the bank the face of 
the note, the interest, and a protest fee of $2 15 
(12a) June 19— Received a 30-day, 6% note for $2,400 00 from Theodore Wiley 
to apply on account 
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(12b) June 25 — Transferred the Wiley note to Irwin Hall to apply on account. 
Hall took the note at a 6 % discounted value. 

(12c) July 19 — Wiley paid Hall for the note and interest. 

(13a) Aug. 22 We took from Luther Burns, on a 6 % discounted basis, to apply 
on account, a note for .$1,500.00 signed by Oscar Ilaines. dated 
August 16, due in GO days, and bearing 5 % interest. 

(13b) Oct. 15 — Haines failed to pay the note at maturity. 

(14a) Nov. 26— Drew a sight draft for $750.00 on Burton West and left it at the 
bank for collection. 

(14b) Nov. 29 — The bank reported that it had credited our account with $749.50, 
the proceeds of the West draft. 

(15a) Dec. 22 — Day before yesterday we drew a draft for $750.00, payable 30 day.- 
after sight, on Edmond Blair, with a request that he accept it 
in settlement of his overdue account. The acceptance was 
received today; the acceptance was dated December 21. 

(15b) Dec. 28 — Discounted the Blair acceptance at the bank. Discount rate, G(T. 

(15c) Jan. 20 — Blair paid his acceptance at the bank. 

(IGa) Feb. 14 — Sold merchandise on February 12 to Kenneth Whitney, $000.00; 

terms, draft due 10 days from date of sale, with bill of lading 
attached, less 1% cash discount. (Make no entry for the sale, 
but assume that an entry has been made in the sales honk.) 

, The acceptance was received today. 

(16b) Feb. 22 — Collected the Whitney acceptance. 

(17a) Mar. 16 — Purchased $750.00 of merchandise from Carl Brown; terms, 10-dav 
draft less 2 %. (Make no entry for the purchase.) We ac- 
cepted the draft. 

(17b) Mar. 26 — Paid the Brown acceptance. 


Problems — Group B 

Problem B-l. Make entries in journal form to record the following trans- 
actions on the books of Dudley and Benton. 

July 13 — Forrest Dudley sold merchandise to G. P. Benton for S 120.00. The terms 
of sale were bill of lading attached to sight draft for the amount of the 
sale less 2 % discount. Dudley shipped the goods today. 

15— Benton paid the sight draft at the bank, received the bill of lading, and 
obtained the goods from the freight depot . 

17— The bank informed Dudley that it had credited his account with the 
proceeds of the draft, $411.10. 

Problem B-2. Make entries in journal form to record the following trans- 
actions on the books of Larson and Woodland. 

.Vug. 7— Nels Larson sold merchandise to Charles Woodland for $675.00; terms, 
trade acceptance due 30 days after date. The goods were shipped 
todav. 

9 — Woodland received the merchandise. He received Larson’s draft in the 
mail. He accepted the draft and returned it to Larson. 

11 — Bars on received the acceptance. 

Sept. 4— Woodland purchased a bank draft for $G75.00 and scut it to Larson to 
pay the acceptance. The bank charged an exchange fee of $.25. 

0 — Larson received the bank draft . 
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Problem B-3 Make entries m journal form to record the following transactions 
on the books of Conrad and Sheppley 

Nov 14 — Ernest Conrad sold merchandise to Edward Shepplej for 5900 0G, terms 
30-da j acceptance The merchandise was deLnered and the ac- 
ceptance was received today 

1C — Conrad discounted the acceptance at the bank Discount rate, 6% 
Dec 13 — Pbeppley paid the acceptance at the bank 

Problem B-i. Make entries in journal form to record the following trans- 
actions on the books of Barton and Northrup 

Jan 6 — Paul Barton sold merchandise to G F Northrup for $75000, terms, 
acceptance due 30 dajs from date The merchandise was shipped and 
the draft was mailed today 

7 — Northrup recened the merchandise and accepted the draft 

8 — Barton recened the acceptance 

9 — Barton discounted the acceptance at the bank Discount rate, C% 

Feb 5 — Northrup dishonored the acceptance, and Barton paid it 

Problem B-5 Make entries in journal form to record the following trans- 
actions on the books of Capper Houston and Lunt 

Mar 14 — Hiram Capper sold merchandise to Ralph Houston for $1’200 00, and, 
in accordance with the terms of sale, Houston accepted a draft due 
30 days from date 

19 — David Lunt sold merchandise to Hiram Capper for $1,450 00 In settle- 
ment, Capper transferred the Houston acceptance to Lunt on a 6% 
discount basis and paid the remainder in cash 

22— Lunt discounted the Houston acceptance at the bank, discount rate, 4% 
Apr 13— Houston paid the acceptance at the bank 

Problem B-6 Make entries in journal form to record the following trans- 
actions on the books of Abbott Davidson, and YY inston 

May 12— Frank Abbott 6oId merchandise to George Davidson for SI, 500 00, terms, 
30-day sight draft The goods were shipped and the draft was mailed 
today 

13 — Davidson reccn ed the merchandise, and accepted and returned the draft 

14 — Abbott recei\ ed the acceptance 

17 — Abbott transferred the acceptance to John Winston on a 0% discount 
basis to appl> on account 

J une 12 — Davidson dishonored the acceptance and it was paid by Abbott 
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Questions 

1. A voucher system includes two features: 

(a) A voucher, which must be prepared before a disbursement can be made. 

(b) A voucher register. 

What benefits are obtained by tire use of the voucher and by the me of the 
voucher register? 

2. How does a voucher system permit the elimination of the accounts payable 
subsidiary ledger? 

3. If you were designing a voucher system, how would you determine what 
debit columns to have in the voucher register? 

4. Why is it necessary to have a Sundry Accounts Debited section in the 
voucher register? When are the entries in this section posted? When are all other 
entries posted? 

6. When a voucher system is used, what is the procedure: 

(a) When a purchase is made on account? 

(b) When a purchase is made for cash? 

6. What is the procedure when a voucher is paid by note? 

7. If, at the time a liability is incurred, it is known that it will be paid in install- 
ments, what is the accounting procedure with a voucher system? 

8. Would you recommend the use of a voucher system if a company is in so poor 
a financial condition that its liabilities are usually paid in installment*? 

9. How are the following situations handled when a voucher system is in use? 

(a) A voucher is partially paid. 

(b) Part of a purchase for which a voucher has been made is returned and 

credit is received. 


Problems — Group A 

Problem A-l. The general ledger accounts on page 57G are to be used in this 
problem. 

The transactions in the following list which arc marked with an asterisk have 
been recorded in the books of original entry in the laboratory material. \ou are 
to complete the recording of the other transactions in the books of original entry, 
complete the footings of the books of original entry, post to the general ledger and 
the subsidiary accounts receivable ledger, take a trial balance of the general hedger, 
and prepare a schedule of vouchers payable and a schedule of accounts receivable. 

Unless otherwise stated, all sales are made on the following term?: 2 10, n 30, 
i-o.b. destination. 
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Cash 

Accounts Receivable 
Notes Receivable 
Delivery Equipment 
Store Fixtures 
Vouchers Payable 
Notes Payable 
Capital Stock 
Sales 

Returned Sales and Allowances 
Purchases 

Returned Purchases and Allowances 
Freight In 
Store Rent 


Advertising 
Salesmen’s Salaries 
Freight Out 
Delivery Expense 
Officers’ Salaries 
Office Salaries 
Office Supplies 
Postage 

Collection and Exchange 
Interest Income 
Interest Expense 
Discount on Purchases 
Discount on Sales 


Sept 1 — Issued S 12, 500 00 of capital stock to P D Angulo for cash, and 
$12 500 00 to J R Reidel for his 20 dav , 6% note 
Paid Axel Wembaum store rent for the month, $2o0 00 
Discounted a $7 500 00, 10-day note pa j able at the Western National 
Bank at 6% 

2— Purchased merchandise for cash from F F Smith, $4,590 00 
Purchased office supplies for cash from Oldham Supplies Co , $75 00 
Bought a half-ton delivery truck from Brown Motor Mart for cash, 

SI, 160 00 

3 — Received merchandise purchased on account from R D Williams, 

52,100 00 invoice dated September 2, terms, 1/10, n/30 
Received merchandise purchased from G N Stone, SI, 560 00, invoice 
dated September 2 We accepted a 15-day sight draft for $1,513 20 
the amount of the invoice, less 3% discount 

4 — *Sold merchandise to D S House, $1,100 00, invoice 1, terms, sight 

draft v ith bill of lading attached for the amount of the invoice The 
documents were left with the bank for collection 

5 — Paid the A A A O Railway freight bills as follows 


Freight in $32 20 

Freight out 27 20 


Received merchandise purchased on account from A M Henry, 
S525 00, invoice dated September 4 Terms, 1/15 n/30 

6 — *Sold merchandise to C A Johnson, $900 00 Johnson is to pay the 
freight and deduct the amount thereof v hen making his remittance 
Purchased postage stamps for cash, S5000 Check issued to Post- 
master 

We were notified by the bank that our account had been credited with 
SI, 099 70, the proceeds of the House sight draft left with the bank 
on September 4 for collection 

8 — Purchased store fixtures from S S Green for $2,750 00 Gave Green 
a check for $1,000 00, and a 15-day, C% note for the balance (Make 
a voucher register entry for the $2,7o0 00, record the settlement in 
the check register and journal ) 
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Sept. 9 ‘Issued credit memo 1 to C. A. Johnson for §50.00, for defective goods 
included in our shipment of September 6. 

Paid P. V. Lewis §55.10 for gas and oil for delivery truck. 

10— ’ ‘Sold merchandise to O. P. North on account, Sl,SOO.OO. 

11 — “sold D. S. House merchandise on account, §1,215.00. 

Gave 15 estern National Bank a check for §7,500.00 in payment of note. 

12 — Received merchandise purchased on account from L. L. Church. 

SS70.00; terms, 1 10; n 30. Invoice dated September 10. 

13— ' 'Sold merchandise to C. A. Johnson on account, §500.50. 

Gave 11 estern National Bank a check for §2,079.50 in payment for a 
bank draft in our favor, in the amount of §2,070.00. This draft was 
sent to R. D. Williams in payment of his invoice of September 2, les-. 
1 % discount. The §.50 difference between the amount of the check 
issued and the amount of the bank draft purchased was exchange. 

15 — Issued check to the order of Payroll to obtain funds for the following 
disbursements: 


Salesmen’s salaries § 100.00 

Office salary 100.00 

Deliveryman’s wages 150 00 

16 — Received C. A. Johnson’s check for payment of invoice of September G, 
as follows: 

Sale $900 00 

Less allowance . . 50 00 

Remainder . . . $$50 00 

Less 2 *70 discount 17 00 

Remainder $$33.00 

Less freight paid by Johnson 13 00 

Remittance $$2J 00 


Issued check to A. M. Henry in pajmeut of invoice of September 4, 
less 1 % discount. 

Received notice from R. D. Williams that our remittance of September 
13 arrived too late to entitle us to the discount. 

“Issued credit memo 2 to O. P. North. §30.00. on account of unsatis- 
factory merchandise included in the shipment of September 10. 

IS — Sent G. N. Stone a check for §1,513.20 in payment of our acceptance 
due today. 

L. L. Church’s credit memo 16 for §27.50 received to apply on mer- 
chandise purchased from him on invoice of September 10. 

19 — Received merchandise purchased from L. L. Church on account, 

§501.00; invoice dated September IS; terms. 2 10; n 30. 

20 — Paid L. L. Church for merchandise received September 12. less 

credit memo of §27.50, and less iSc discount. 

Received check from 0. P. North for invoice oi September 10, as 


follows: 

Invoice $1,S00 00 

Less credit memo . . . 30 <X3 

Remainder $1,770 00 

Less 2 §c discount . ■ 35.40 

Remittance 
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Sept 22 — Received J R Reidel’s check for $12,541 67 in payment of note due 
yesterday, Kith 20 days’ interest at 6% 

♦Sold merchandise on account to 0 P North, $1,500 00 
North accepted a 10-day draft, dated today, for this amount, less 2% 
Received check for $1,190 70 from D S House in payment of our 
invoice of September 11 The discount period expired jesterday, 
since that was Sunday, we allow the discount 

23 — Received check from C A Johnson in payment of our invoice of 

September 13, less 2% discount 

Sent check to S S Green in payment of our note and interest due today 

24 — Cash sale of merchandise, $1,720 00 

•Issued credit memo to C A Johnson for $36 00, for defective merchan- 
dise included in sale of September 13 

25 — *Sale on account to D S House, $920 00 

26 — Paid the Daily Mascot $52 50 for advertising 

Paid L L Church for invoice of September 18 less 2% discount 
Gave C A Johnson a check for $36 00 in payment of the credit balance 
in his account 

27— Received merchandise purchased on account from R S Jones, $200 30 

Invoice dated September 27 Terms, 2/10 n/30 

29 — Received merchandise purchased on account from R D Williams, 

$ 85000 Invoice dated September 25 Terms, 1/ 10, n/30 
Paid A & A O Railway as follows 

Freight in $40 00 

Freight out 45 00 

30 — Paid salaries and wages as follows 


Officers 

Office 

Salesmen 

Deliveryman 


$400 00 
100 00 
400 00 
150 00 


Problem A-2 Record the following transactions in the books of original entry 
provided in the laboratory material accompanying the text 
The following general ledger accounts are to be used 


Cash 

Accounts Receivable 

Notes Receivable 

Notes Receivable Discounted 

Delivery Equipment 

Store Fixtures 

Vouchers Payable 

Notes Payable 

Capital Stock 

Sales 

Returned Sales and Allowances 
Purchases 

Returned Purchases and Allowances 
Freight In 


Store Rent 
Advertising 
Salesmen’s Salaries 
Freight Out 
Delivery Expense 
Officers Salaries 
Office Salaries 
Office Suppbes 
Postage 

Collection and Exchange 
Interest Income 
Interest Expense 
Discount on Purchases 
Discount on Sales 
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After writing up the transactions in the books of original entry: 

Post to the general ledger and the accounts receivable ledger. 

Take a trial balance of the general ledger. 

Prepare a schedule of the accounts receivable. 

Prepare a schedule of the vouchers payable. 

Jan. 1 — Issued $5,000.00 of capital stock to M. L. Goldsmith for cash. Received 
from John Eastman his 30-dav, G% note for $5,000.00; issued capital 
stock to him of that par value. 

2 — Purchased merchandise on account from J. A. Bartlett it Co., $720.00; 

invoice No. K4S, dated today; terms, 2/10; n/30. 

Purchased from the Eastern Equipment Company a delivery truck, 
$1,300.00, and store fixtures, $700.00; gave a 20-dav, 0% note. 

Paid Gratz Service Station $21.14 for gas and oil for delivery truck. 

3 — Purchased merchandise on account from J. B. Blackburn, $220.00; in- 

voice No. 1432, dated January 2; terms, 20-dav draft. Accepted the 
draft, which is due January 23. 

Sale on account to Chas. Hollister, invoice No. 1, $500.00, terms, 2 10; 
n/30. (Unless otherwise specified, all sales are made on these terms. 
You may assume that invoices are numbered consecutively.) 

4 — Paid Western Advertising Sendee SS2.00. 

5 — Purchased merchandise from C. O. Henderson for cash, $325.00. 

Sale on account to Frank Miller, $325.00. Miller accepted a 10-day 
draft for $31S.50 in settlement of this invoice. 

Discounted the Miller draft at the bank; discount rate, 6%. 

0 — Paid Jones Realty Company rent for January, $175.00. 

Purchased merchandise on account from Boyle <k Co., $410.00; invoice 
No. R142, dated January 7. We signed a 30-dav, 0% note for $410.00 
in settlement of this purchase. 

S — Paid Dalton Railroad freight in, $27.30, and freight out, $10.45. 

Sale on account to Paul Rose, $450.00. 

10 — Paid $10.00 for postage stamps. Check made payable to Postmaster. 
Paid J. A. Bartlett & Co. for invoice of January 1 , less 2%. 

Sale on account to Frank Miller, $415.00. Miller accepted a 15-day, 
G% draft for the face of the invoice. 

11 — Purchased merchandise on account from C. H. Bulger, $325.00; invoice 

No. 47, dated today; terms, 2, 10; n 30. 

12 — Paid Western Printers $31.25 for stationer}', 

13 — Chas. Hollister paid our invoice of January 3, less 2%. 

Sale on account to Paul Rose, $245.00. 

Returned unsatisfactory merchandise to C. II. Bulger and received his 
credit memo No. 12 for $17.50. 

Paid Milwaukee Railroad freight in, $12.00 and freight out, $$.30. 

15 — Purchased merchandise on account from I). E. Mathews, $57.50; invoice 
No. 14S, dated today; terms, net 10 days. 

Issued a check to Payroll for the following salaries: 


Salesmen. $310.00 

Dclivervman 140.00 

Office 120.00 

Officers 250.00 


Total $$20.00 
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Jan 15—' Hie Merchants Bank informed us that it was unable to collect the Miller 
draft due todai which we discounted on January 5 We therefore paid 
the bank the face of the draft, S3 18 50, plus a protest fee of $1 25 
Miller w as allowed a discount of SG 50 when he accepted the draft 
Issued credit memo to Paul Rose for $47 50 on account of damaged 
merchandise included m sale of January 8 
Cash sale, $110 00 

16 — Discounted our 30-daj note pa\ able for $2,000 00 at Merchants Bank. 

The discount rate was 6% 

17 — Cash purchase of merchandise from B L McGuire, $200 00 
Purchased merchandise from J B Blackburn, $490 00, in\ oice No 1452, 

dated January 16 We paid Blackburn S290 00 on account and ga\e 
a 10-daj , 6% note for the balance, $200 00 
Paul Rose paid our imoice of January 8 less credit of January 15, and 
less 2% discount 

18 — Sale on account to Chas Hollister, $314 00 

Purchased merchandise from Edward Reilly, $825 00, invoice No KX12, 
dated January 17 terms, 2/10, n/30 
Paid Gratz Service Station $8 20 for gas and oil 
20 — Purchased office supplies on account from Um\ ersal Supplj Co , $28 25 
Paid Milw aukee Railroad $14 50 for freight on goods purchased from 
Edward Reilly on January 18 This is chargeable to Reilly 
Paid C H Bulger for purchase of Januarj 11, less return of January 13 
and les3 2% cash discount 

22— Paid Eastern Equipment Company the note due today 

Face of note $2,000 00 

Interest at 6% for 20 days 6 67 

Total $2 006 67 

Paid Daily Tribune $17 30 for advertising 

23 — Recened credit memo No 22 from Edward Reilly Tor merchandise re 

turned todaj , $48 25 This applies against his mvoice KX12 
Paid D E Mathews for purchase of January 15, $57 50 
Paid the Blackburn draft due today 
Ca«h sale, $75 00 

24 — -Purchased merchandise on account from Howard Company, $510 00, 

imoice No 328, dated January 23, terms, 2/10, n/30 
Pale on account to Frank Miller, $190 00 
2T> — Fxank Miller joaid his $415 00 acceptance due today., together with interest 
in the amount of $1 64 

Part of the shipment recened from D E Mathews on January 15 was 
returned todaj, and we received his credit memo No X17, $13 75 
Inasmuch as we have paid for this merchandise, the credit memo was 
accompanied by a check in the same amount 
Paul Rose paid our invoice of January 13, less 2% He also deducted 
$4 25 for freight paid bj him We inform Rose that, inasmuch as the 
discount period has expired, we cannot allow the deduction of the dis- 
count The bank charged $15 exchange on the check. 

Issued credit memo to Frank Miller, $84 00. for unsatisfactory merchan- 
dise sold him on January 10 
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Jan. 26 — Purchased merchandise on account from D. E. Mathews, $425.00, imoicc 
No. K181, dated today; terms, 2/10; n, 30. 

Sale on account to Paul Ro-e, $258.00. 

27 — Paid the Blackburn note due today: 

Face of note $200 00 

Interest for 10 days a t G^- 33 

Remittance $200 33 

This remittance was made bv bank draft, for which the Merchants Bank 
charged us $.25. We pave the bank a check to pay for the draft 

Chas. Hollister paid our invoice of January IS, le— 2%. 

Received Paul Rose’s check for the discount taken in error on January 25. 
Purchased merchandise from Boyce Corporation for cash, $S2.25. 

Paid Edward Reilly as follows. 


Invoice, Jan IS $$25 00 

Return, Jan. 23 IS 25 

Balance. .$770 75 

Less 2/o cash discount 15 54 

Net $701 21 

Less freight paid for Redly 1 1 50 

Remittance $ 710 71 

29 — Sale on account to Chas. Hollister, S3S5.00. 

30— Paid salaries as follow's: 

Salesmen $310.00 

Deliveryman . 110 00 

Office 1 10 00 

Officers 35 0 00 

Total . . S M0 00 


Cash sale, $64.50. 

31 — Purchased merchandise on account from Weber and Fields, $1S5.00; 
invoice No. 714, dated January 29; terms, 2 10: n 30. 
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Questions 

1. Define a partnership How is it created? 

2 . Name the accounts used to record the following matters. 

(a) Capital investments of 

( 1 ) An individual proprietor 
(u) Partners 
(ui) Stockholders 

(b) Withdrawals of profits by 

(l) An individual proprietor 
(u) Partners 
(in) Stockholders 

3. State the differences in procedure of closing the books of 

(a) An individual proprietorship 

(b) A partnership 

(c) A corporation 

4. James Dudley is in business as an individual proprietor He takes mer- 
chandise from the store for his personal use The merchandise cost S100 00, and 
he has marked it to sell for 5150 00 What entry should be made? 

5. What is one of the chief disadvantages of a partnership as compared with 
a corporation? 


Problems — Group A 


Problem A-l. Following is the trial balance of A F Waltz as of June 30, 19— 


Advertising 
Accounts Payable 
Accounts Receivable 
Cash 

Collection and Exchange 
Delivery Equipment 
Delivery Expense 
Discount on Purchases 
Discount on Sales 
Freight In 
Freight Out 
Insurance 
Interest Expense 
Interest Income 
Inventory (June 30, 19 — ) 
Mortgage Payable (6%) 
Notes Payable 
Notes Receivable 
Notes Receivable Discounted 
Office Expense 
Office Salaries 


250 00 

1,786 90 
10,004 96 
18 18 
4,200 00 
212 00 

142 00 
140 00 
98 00 
312 00 
92 85 

11,000 00 


30100 


15812 

1,500 00 
1,300 00 

300 00 
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Purchases 11 227.73 

Reserve for Bad Debts ’ 1S°00 

Reserve for Depreciation — Delivery Equipment. . . . 1,200 00 

Reserve for Depreciation —Store Equipment 700^00 

Returned Purcha-es and Allowances ... 312 00 

Returned Sales and Allowances 310.00 

Sales.... ... .. . IS.-100.00 

oalesmcn s balancs . _ 400.00 

Store Equipment 3,830.00 

A. F. Waltz, Capital 10,000.00 

A. F. Waltz, Drawings -100.00 


40,353,12 4 0,353.12 


The inventor}* on June 30 was $8,612.00. 
Additional facts: 


Accrued interest on notes receivable 

S 51 .GO 

Accrued interest on notes parable 

Accrued wages: 

19.G0 

Office clerks ... . 

200 00 

Salesmen 

175.00 

Delivervmen . . 

3S.OO 

Interest collected in advance 

3.12 

Prepaid interest on notes parable 

12. GS 

Unexpired insurance . . 

2S4.00 

Accrued interest on mortgage . 

15.00 

Annual depreciation rates are as follows: 


Delivery equipment 

20^ 

Store equipment. 

12!Y~ f 

Increase the reserve for bad debts by a credit equal to Jq of 1% of the net sales. 

You are to prepare: 


(a) Adjusting entries. 

(b) Working papers. 

(c) Statement of profit and loss. 

(d) Statement of proprietor's capital. 

(c) Balance sheet. 

(f) Closing entries. 


Problem A-2. The laboratory material contains 
following account balances on December 31: 

a ledger sheet showing the 

O. B. Duncan, Capital 

$20,000.00 

O. B. Duncan, Drawings 

$3,000.00 

C. D. Smith, Capital . . 

17,300.00 

C. D. Smith, Drawings 

2,S00.00 

Profit and Loss (net income for the year) 

7,950.00 


Profits are shared in the ratio of -3 to Duncan and } j to Smith. 

Prepare and post journal entries to complete the closing of the hooks. Bring 
down the new balances in the Capital accounts. 


Problem A- 3 . Tiie laboratory material contains a ledger sheet with account 
balances on December 31 as stated on page 5S4. 



584 


ASSIGNMENT MATERIAL— CHAPTER 16 


Two Murphy, Capital $30,00000 

Tim Murphy, Drawings $2 500 00 

Joe Maloney, Capital 25 000 00 

Joe Maloney, Drawings 2,000 00 

Profit and Loss (net income for the year) 12 500 00 

Profits are divisible as follows 

Interest on capital balances at 6% 

Salaries 

Murphy $4,000 00 

Maloney 3 000 00 

Remainder cquall) 

Piepare and post journal entries to complete the closing of the books Bring 
down the new balances in the Capital accounts 

Problem A-4 The laboratory material contains a ledger sheet showing the 
following account balances on December 31 


L 1i Harrison Capital 

$25 000 00 

L B Harrison, Drawings 

003 03 

D F Riley Capital 

25,000 00 

D F Riley, Drawings 

3 000 00 

Profit and Loss (net income for the year) 

8,500 00 


Prepare and post journal entries to complete the closing of the books Profits 
are divisible as follows Salaries — Harrison $0 000 00, Riley, $4,000 00, balance 
equally 

Bring down the new balances in the Capital accounts 
Problem A-5 Martin and Stone agree to divide profits as follows 
Salaries 

Martin $6,000 00 

Stone 4,000 00 

Interest on average capitals at 6% per annum 
Remainder equally 
Their Capital accounts appear below 




Compute the average capitals of the partners, and prepare journal entries to 
divide the $16 280 00 profit 
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Problems — Group B 

Problem B-l. Cole, Dorman, and Paine are partners. Their Capital accounts 
for 1949 appear below: 


1919' 

Oct. 


10 ! 


Ralph Cole, Capital 

y mm 

1 2,1 15 09. Dee. '31 

t > 19,9 1 

j June 13" 


15,250 03 

i 

4,150 0(1 


James Dorman, Capital 


1949 

j 

i tots 

< 

Mav 

3i 

9(>5 00 Dee. ’31 ' 

( 

Aug. 

9 ; 

> 1,245 00 1919' 

3 Nov. 10 

1 

1 


J. L. Paine, Capital 


19,500 00 
3, 875^00 


1949 

I [ 

j 194S . 

i 

j 1 

Feb.i 

S' 

1 . 4G5.0J Dee. 31, 

i 

17,000 

May 

131 

1 • 3S5 00 ; 

j 

t 9 

Dee. 

12) 

1 1 205,00. ; r 

s 



00 


Make journal entries to divide the $14,2S0.0'> profits under the following 
agreements: 

(a) Profits are to be divided equally. 

(b) The first $9,000.00 of profits are to be divided in the ratio of 5, 4, and 3, 

and the remaining profits are to be divided equally. 

(c) Profits arc to be divided in the ratio of the partners’ capitals at the 

beginning of the year. 

(cl) Profits are to be divided in the ratio of the partners’ capitals at the end 
of the year. 

(e) Profits are to be divided in the average capital ratio. 

(f) Interest at 6% is to be allowed on partners’ capitals at the beginning of 

the year, and the remaining profits are to be divided equally. 

(g) Interest at 6 % is to be allowed on partners’ average capitals, and the 

remaining profits are to be divided equally. 

(h) Remaining profits are to be divided in the rat’o of 5, 4, and 3, after 

crediting the partners with salaries of $4,000.00 each. 

(i) Remaining profits are to be divided equally after allowing salaries as 

follows: 

Cole $7,500.00 

Dorman. . . 0,. >03.00 

Paine .>,500.01 

Also prepare a statement showing the portion of the $14,2$0.00 profit 
received by each partner. 

Problem B-2. The Profit and Loss account of the firm of Byron, Nelson, and 
Paige shows a net loss of $3,950.00 for the year. Tiie Capital account balances at 
the beginning of the year are shown on the following page. 
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0 E Byron 
P R Nelson 
G F Patge 


$30 000 00 
20 00000 
15 00000 


The articles of partnership provide that the partners shall share annual profits 
equally after allowing interest at 5% on opening Capital account balances and 
after crediting the partners with salaries as follows 


Nelson 


$8 000 00 
6 000 00 
4 000 00 


Prepare journal entries to close the Profit and Loss account and a statement 
showing each partner s net participation 
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Questions 


1. How may a change in the personnel of a partnership be caused? 

2. If a partner is to withdraw: 

(a) Why should the books be clewed? 

(b) Why may it be proper to revise the valuations of the fixed assets? 

(In answering this question, assume that the fixed assets are carried 
at cost in the fixed asset accounts, and that the depreciation re- 
serves have been computed properly.) 

3. If the valuations of partnership assets are revised at the time of a change in 
the firm’s personnel, how should the increase or decrease in valuation be divided 
among the partners? 

4. If a partner retires and is not paid in full immediately, should the unpaid 
balance be left in his Capital account? Give a reason for your answer. 

6. What entry should be made to record the admission of George Hoffman into 
the partnership of Gates, Robins, and Holmes: 

(a) If Hoffman invests $25,000.00 in cash? 

(b) If Hoffman pays $25,000.00 to Max Robins to buy his $20,000.00 

interest in the firm? 

6. Why is it imperative to divide all profits or losses between the partners before 
distributing any assets to them when a partnership is dissolved? 

7. A partnership’s books show the following liabilities and partners' capitals: 


Accounts Payable.. $15,000.00 

J. P. Oliver, Loan 0,000.00 

F. R. Tuttle, Capital 20,000.00 

J. P. Oliver, Capital 25,000.00 

Total $00.000.00 


All the assets have been sold for $00,000.00, and this amount is on hand in cash. 
Losses on the disposal of the assets have not been charged to the partners. How 
should the cash be paid out? 


Problems — Group A 

Problem A-l. Following is a trial balance of the ledger of Moore. Smith, and 
Foster, a partnership, on December 31, 19—: 


Cash 1,520.00 

Accounts Receivable 15,019.00 

Inventory (January 1, 19 — ). 12.100.00 

Furniture and Fixtures 2,200.00 

Reserve for Depreciation — Furniture and Fixtures 330.00 

Delivery Truck 1,. >00.00 

Reserve for Depreciation — Delivery Truck -!25.00 
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Goodwill 
Accounts Payable 
Notes Payable 
K L Moore, Capital 
Frank Smith, Capital 
James Foster, Capital 
K L Moore, Drawings 
Frank Smith, Drawings 
James Foster, Drawings 
Sales 

Sales Returns and Allowances 

Purchases 

Salesmen’s Salaries 

Delivery Fxpense 

Insurance 

Taxes 

Office Expense 
Interest Expense 
Discount on Purchases 


The inventory at the trial balance date was $5,025 00 

Frank Smith invested $5,000 00 on February 1 The other Capital account; 
remained unchanged throughout the year 

The partnership agreement provided that the profits be shared as follows 

(1) Interest to be allowed partners at 6% per annum on their Capital account 

balances at the beginning of the year 

(2) Smith and Foster to be allowed salaries of $2,400 00 and $3,600 00, 

respectn ely, for their active management of the business 

(3) The remainder of the profits to be shared m the following ratio Moore, 

40%, Smith, 40%, and Foster, 20%. 

Prepare 

Working papers 
Statement of profit and loss 
Statement of partners’ capitals 
Balance sheet 

Problem A-2 The Capital accounts of Benson, Kellogg, and Kent appeared 
as follows on December 31, 19 — . 

Debits Credits 

Benson 

$3,000 00 
2,500 00 

$500 00 

2,26250 


Balance, January 1 
April 1 
July 15 
September 1 



Kellogg 


Balance, January 1 
February 1 
May 1 
July 1 
December 1 


$5,000 00 

$30000 
500 00 
250 00 

1,000 00 
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Kent 


Balance, January 1 
February 1 . . 
June 1 . . . 

August 1 
October 15 . 


$200 00 

S3, 100 00 
5,000 00 

500 00 

1.200 00 


Profits for the year amounted to .$25,000 00, to be divided as follows 

6% interest on the average capital balances. 

Salary of §5,000.00 to Kellogg. 

Remainder equally. 

Prepare a statement of the partners' capitals. 


Problem A-3. The net worth on June 30. 19— of Bell and Sons, a partnership, 
is represented by the following balances in the Capital accounts 

James Bell, Sr ?2 t,0J0 00 

Henry Bell 20.000 00 

James Bed, Jr 20,000 00 

The only asset of the firm is an investment in real estate. There are no lia- 
bilities. 

The Hurd Corporation agrees to buy flic a^cts of Bell and Sons for $100,000 00 
in cash, after which the partnership is to be ditched Cue the entries necessary 
to record the sale of the real estate and the dissolution of the partnership. 


Problem A-4. Following is a trial balance of the books of Pelly, Stone, and 
Courtney, a partnership, on June 30, 19 — : 

Cash 7,500 00 

Accounts Receivable .... . 1 7,500 00 

E. Pelly, Capital 
J. R. Stone, Capital . 

Frank Courtney, Capital 

25,000 00 

Courtney decides to withdraw from the partnership and it is agreed that his 
interest shall be disposed of ns follows: 

One fourth of his interest to J, R. Stone for $1,000.00. 

One half of his interest to E. Pelly for $S, 000.00. 

One fourth of his interest to the partnership for $4,000.00. 

Prepare the journal entries to be placed on the partnership books to record 
this transaction. 


5.000 00 
10,000 00 
10,000 00 
25,000 00 


Problems — Group B 

Problem B-l. A trial balance of the books of Jones. Brown, and Smith, a 
partnership, on December 31, 19 — appears on page 590. The nominal account- 
have been closed for the year, but no entries have been made distributing the profit* 
to the partners. 
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Cast 515 00 

Accounts Receivable 11,321 00 

Reserve for Bad Debts 490 00 

Notes Receivable 4,200 00 

Notes Receivable Discounted 2,800 00 

Inventory {December 31, 19 — ) 15,150 00 

Delivery Equipment 2,000 00 

Reserve for Depreciation — Delivery Equipment 400 00 

Store Equipment 800 00 

Reserve for Depreciation — Store Equipment 120 00 

Accrued Interest on Notes Receivable 38 00 

Accounts Payable 2,215 00 

Notes Payable . 2,000 00 

John Jones, Capital 6,000 00 

Henry Brown, Capital 6,25000 

Frank Smith, Capital 6,500 00 

John Jones, Drawings 300 00 

Henry Brown, Drawings 280 00 

Frank Smith, Drawings 310 00 

Profit and Loss 8,13900 


34,914 00 34,914 00 


Profits are to be divided equally 

During the year the following additional investments w ere made and credited 
to the Capital accounts John Jones, $500 00, Henry Brown, $500 00, Frank 
Smith, $750 0 0 

Prepare 

Entries to complete the closing of the books 
Statement of partners’ capitals for the year 
Balance sheet on December 31, 19 — 


Problem B-2. Following is a trial balance of the books of Reed and Son, a 
partnership, on June 30, 19—. 


Cash 

Accounts Receivable 

Reserve for Bad Debts 

Inventory 

Land 

Buildings 

Reserve for Depreciation — Buildings 
Accounts Pa\able 
Frank Reed Capital 
John Reed, Capital 


500 00 
3,250 00 

125 00 

5,610 00 
4,900 00 
3,810 00 

76500 
450 00 
9000 00 
7,760 00 

18 1 00 00 18 100 00 


Henry Lyons was admitted as a partner, and £ new partnership, known 
Reed and Lyons, was formed on the following terms 

(1) The assets of the old partnership were valued as follows 


Accounts Receivable 

Inventory 

Land 

Buildings (adjust by an entry in the reserve; 


$3,000 00 
6 500 00 
5,500 00 
3,300 00 
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(2) Lyons contributed §10,000.00, as follows: 

Cafrh v . 55,000 00 

30-dav, non-intere-t note . 2,500 00 

Accounts receivable, of a face value of 53,000 0O, 

valued at . . 2,500.00 

Adjust the valuation of the accounts receivable bv creatine a reserve. 

(3) John Reed and Frank Reed contributed sufficient cadi to bring their 

Capital account balances to §10.000.00 each. 

Prepare the journal entries to record these transactions, and prepare the opening 
balance sheet of the new partnership. 


Problem B-3. Three partners who divide profits equally have the following 
Capital account balances: 


J. P. Seifert 
A. A. Atkins 
L. D. Holley 
Total 


5 §,500 00 
S,500 00 
10.S15.00 
527.SI5 00 


D. T. Culbertson is to be admitted to the partnership on the following terms: 

(1) Holley is to withdraw §S15.00 in cash, and Seifert and Atkin' are to make 

cash payments to him from personal funds to compensate him for trans- 
ferring from his Capital account to theirs, amounts sufficient to adjust 
all Capital accounts to balances of §9,000.00. 

(2) The Inventory and Land accounts on the partnersliip bonks are to be 

increased $1,200.00 and 84.SOO.OO. respectively. 

(3) The three partners are to be allow ed goodw ill totaling §7,200.00. 

(4) Culbertson invests in cash an amount sufficient to give him a one-fourth 

interest in the total capital. 

Prepare journal entries to record these facts and submit a statement of the 
partners’ capitals. 


Problem B-4. Following is the balance sheet of a partnership: 


WILSON, JOHNSON, AND BAKER 
Balance Sheet 
October 31, 19 — 

Assets 

Cash 

Accounts Receivable 

Notes Receivable • • 

In vent ore- (at cost) 

Unexpired Insurance. . . . . - 


S 15,000 00 
32.700 00 
5,000 00 
4SA00 00 
300 00 
5101.400 00 


lia biTrdes Net 'ft'crtb 

Accounts Payable 
Wilson. Capital.. 

Johnson, Capital 

Baker, Capital 


$ 15,00*5 00 
20, emo on 
37.400 00 
2 ; noo oo 


5101 . too oo 
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The P Company purchases the firm’s non cash assets assumes its liabilities, 
and pays the partners 375 000 00 in cash All cash is distributed to the partners 
Profits are divided equally 

Prepare entries in journal form to record these transactions 

Problem B-5 The capital balances of three partners, after the closing of the 
books on September 30, are as follows 

Potter 
De Paul 
Lester 

Profits are divided equally 

Potter bujs 60% of Lester’s interest for 321,000 00, and the firm pays Lester for 
his remaining interest on the same basis Draft the entries (in journal form) to be 
made on the partnership books 

Problem B-6 The partnership of A, B, and C, who share profits equally, 
closed its books on December 31, their accounts on that date had balances as 
follows 


$20 000 00 

25.000 00 

30.000 00 


A, Capital 
B Capital 
C, Capital 
C, Loan 


$8 000 00 
6 000 00 
2,000 00 
600 00 


The partnership went into liquidation All its assets were turned into cash, 
and losses were charged to a Loss on Liquidation account For each of the following 
cases, prepare a statement with columns as follows 

A, Capital B, Capital C, Capital C, Loan Total 

Enter the December 31st balances, show deductions for the loss on liquidation, 
show anj transfers from C’s Loan account to his Capital account, and show the 
amounts paid to each partner as a distribution of cash on hand 

Case 1 Loss on liquidation, $3,000 00, cash to divide, 313,500 00 

Case 2 Loss on liquidation, $6,600 00 cash to divide, $9,900 00 

Case 3 Loss on liquidation, $8,100 00, cash to divide, 38,400 00 
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Questions 


1- The X Corporation was organized with authorized capital stock of $100, 000.00 
divided into 1,000 shares of §100.00 par value each. Half the stock was sold at 00. 
and the following entry was made: Debit Cash and Credit Capital Stock' 
§45,000.00. 

Have you any criticism of the above entry? How would you have recorded 
the facts? 

2. What would be the journal entries pertaining to 1,000 shares of stock, 
S100.00 par value per share: 

(a) When the stock is authorized? 

(b) When subscriptions are received? 

(c) When subscriptions are collected in full? 

3. 500 shares of §100.00 par value stock are sold at 97 for cash. Give the 
journal entry to record the sale. 

4. What basic rights does the ownership of shares of stock confer upon a stock- 
holder? Are these rights always enjoyed proportionately by all classes of stock- 
holders? 

6. George Wilson owns a certificate for ten shares of stock in The X Corporation, 
and sells five shares to Frank Craig. Describe how these shares are transferred by 
Wilson and how the transfer is recorded on the books of the corporation. 

6. On the books of a corporation with no par value stock, what account will 
show the total amount of stock authorized? What account will show the total 
amount of stock issued? 

7. What entry should be made to record the authorization of 1,000 shares of 
no par value stock? What entry should be made to record the sale of 000 of these 
shares at §75.00 if no portion of the proceeds is to be regarded as paid-in surplus? 
How should the net worth, after the sale of these shares, be shown in the balance 
sheet? 


Problems — Group A 

Problem A-l. Homer Bradley and Isaac Morton organized the Braton Cor- 
poration on September 1, 19—. The authorized capitalization consisted of 1,000 
shares of common stock of §100.00 par value per share. 

Homer Bradley operated a store; his balance sheet on August 31 was as follow.-: 


HOMER BRADLEY 
Balance Sheet 
August 31, 19 — 

Cash $ 3,265.00 Account* Payable . $ 6,2$9.00 

Accounts Receivable 13,650.00 Horner Bradley, Capital . . . 31,901.09 

Inventory 21,275.00 

S3S, 190.00 1 90 OO 
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Bradlej subscribed for 350 shares of stock at par, in settlement of his sub- 
Bcnption, be w as to transfer to the corporation the net assets si own by the preceding 
balance sheet after creating a resene for bad debts of $1 000 00 and to pa\ the 
remainder in cash 

Isaac Morton owned real estate suitable for a store budding he subscribed for 
300 shares payment to be made bj transferring the property to the corporation 
at the following valuations 

Land 5 o 000 00 

Building 2o 000 00 

Bradlei and Morton subscribed for their shares on September 1, and transferred 
the assets to the corporation on September 15 

Subscriptions were reoeired from two other men on September 1, as follows 

Fred Catron 100 shares at 110 

Herbert t\ alton 150 shares at 110 

Catron and Walton paid half their subscriptions on September 1, and the 
remainder on September 15 

No stock was issued until subscriptions were collected in full 
Prepare entries m journal form to record all these facts and prepare the balance 
sheet of the company on September 15 

Problem A-2. A and B organized the A B Compan\ on June 1 with an author 
lzed capitalization of 2 000 shares of no par \ alue common stock The state m 
winch the com pa m was incorporated allowed a portion of the proceeds of the sale 
of stock to be credited to a surplus account It wa* agreed that $o000 of the 
issuing price of each share should be regarded as fixed capital 

A subscribed for 500 shares of stock at 500 00 per share to be paid for as follows 
250 shares to be paid for immediatelj bi the transfer of merchandise to the corpora 
tion, and the remainder to be paid for on Julj 1 in cash 

B also subscribed for 500 shares at SGO 00 per share to be paid for immediatelj 
in ca=b 

Prepare entries m journal form to record the June 1 transactions and submit 
the net worth section of the compan\ s balance sheet a° of that date 

Prepare journal entries to record the Julj 1 transaction and submit the net 
worth section of the company s balance sheet as of that date 

On December 31 the books were closed and the net profit was found to be 
$6 000 00 On that date, 100 shares of stock were sold to C for $70 00 per share 
Submit the entrj in journal form, to record the issuance of stock to C, and show 
the net worth section of the balance sheet on December 31 


Problems — Group B 

Problem B-l The Peerless Corporation was organized on January 1, 19 — 
and was authorized to issue 1,000 shares of $100 (X) par \ alue stock Give entnes 
in journal form to record the sale of the entire issue under the following conditions 

(a) 1 000 shares w ere sold at par for cash. 

(b) “ - “ “ “ 85“ “ 

(c) « “ “ “ “ 110 “ “ . 
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Problem B-2. The Z Corporation was organized on January 1, 10 — , and was 
authorized to issue 1,500 shares of no-par stock, (live entries in journal form to 
record the sale of the entire issue under the follow ing condition 3 : 

(a) 1,500 shares were sold at 65, all the proceeds being regarded as fixed 

capital. 

(b) 1,500 shares were sold at 05, §15.00 per share being regarded as paid-in 

surplus. 

Problem B-3. The Dowell Corporation was authorized on January 1, 19 — , 
to issue 5,000 shares of §100.00 par value stock, but it did not sell the shares im- 
mediately. On January 4, subscriptions for 2,000 shares at par were received. 
On January 7, subscriptions for 1,000 more shares at 105 were received. On 
January 15, one half the January’ 4 subscriptions were collected in full, and the 
shares were issued. On January 25, the January 7 subscriptions were collected 
in full, and the shares were issued. 

Give entries in journal form to record the above fact 3 . Post them to ledger 
accounts and prepare a balance sheet, assuming that the unpaid subscriptions will 
be collected in the near future. 

Problem B-4. The Noble Corporation was authorized on January 1 to i=-ue 
2,500 shares of no-par stock. The directors decided to consider §50.00 of the 
receipts from the sale of each share as fixed capital. On January 5, 500 share? were 
sold for cash at §50.00 per share. On January 10, Mib-eriptions were received for 
1,000 shares at §60.00 On January 13, subscriptions were received for 500 shares 
at §65.00. On January 23, the January 10 subscriptions were collected in full 
and certificates were issued. On January 2S, half the January 13 subscriptions 
were collected. Since subscriptions for these shares were not collected in full, 
certificates were not issued. 

Give entries in journal form to record these facts. Post them to ledger accounts 
and prepare a balance sheet. 
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Questions 

1 (a) la what two general ways may stock be preferred? 

(b) What is meant by the words Cumulative and Participating as appbed to 
preferred stock 9 

2 Under what circumstances would the ownership of common stock be prefer- 
able to the ownership of preferred stock 9 

3 A corporation has 1 000 authorized and outstanding shares of 6% participat- 
ing cumulative preferred stock of $100 00 par value per share, 1 000 authorized and 
outstanding shares of common stock of $100 00 par value per share, and a surplus 
of $50 000 00 How would this condition be shown in the net w orth section of the 
balance sheet 9 

4 State the purpose of 

(a) The subscribers’ ledger 

(b) The stockholders ledger 

(c) The minute book 

5 A partnership decides to incorporate Describe the accounting procedure 

(a) If the partnership books are retained by the corporation 

(b) If the corporation opens new books 

6 Does the par value of stock represent its real value? 

7 If you purchased a Bhare of no-par common stock for $60 00, and two years 
later another purchaser acquired a share of the same stock for $45 00, would you 
necessarily believe that the second purchaser made a more advantageous purchase 
than you did? 

8 The X Corporation with authorized and issued capital stock of 1,000 shares 
of preferred and 1,000 shares of common, all of $100 00 par value has a deficit of 
$100,000 00 

(a) Draw up the net w orth section of the balance sheet of The X Cor- 

poration 

(b) What is the book value per share of The Y Corporation’s common 

stock7 


Problems — Group A 

Problem A-l Using the following information, prepare a statement showing 
the dividend payments of The Weston Company during each of the first five years 
of operation 
Capitalization 

Preferred stock $100 00 par value 6%, participating with the common 
stock to the extent of 3% above the 6% preference rate, and cumulative, 
1 000 shares outstanding 

Common stock $100 00 par value, 1,000 shares outstanding 
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Earnings: 


Year 
First... 
Second. 
Third 
Fourth 
Fifth . . 


Total 

Profit 


Portion of 
Year’s Profit 
Ite*ain<\l 
in Su-plu.-- 


Total 
Su-plu- 
at End 
of Year 


$2^.0'X) 00 

‘r, o-noo 

4 o VI oo 
23 00)00 

20 0 hi 00 


SO, Olio 00 

3,00.0 00 


3 00)00 
5 01)00 


5 0,000 OO 
0,000 00 
0,00) 00 
12 000 00 
17,000 00 


Problem «• , «•. {l 

ihonzed capital consisting < • cotntll on -lock of $50 03 par value 

W.00 par value, and 2,000 ->.:re, ot c ‘ . ^ • j 

iptions to the stock were received on Au,u*t 1 


Sub- 


Preferred St<xk 


f o anion Stock 
Suh-b'U’tion.' 


subscriber 


D. Bowen, 
ink Holm. . 
o. Snyder . . 
fred Slade . . 
>ss Dolan . . . 
ibert Cox... 

. F. Carmen 
in in Smith . 
on Ayres . . . 
Total 


Shares 

Price 

Amount 

Sh 

Prn e 
$~1700 
45 00 

400 

$100 00 

S 40,000 00 

o00 

COO 

600 

900 

95.00 
99 00 

55 $00 00 
39 100 00 

100 

200 

100 

47 00 
45 00 
49 00 

300 

500 

101.00 
102 00 

30, 100 00 
51.000 00 

175 

16 0) 

300 

3,000 

100 00 

30,000 00 

$299/200^00 

25 

TToo 

15 00 


\nmunt 


Sub- 

«cnptions 
Collet ted 


311,100 00 
0,000 00 
a, 700 00 
0,000 00 
4,000 00 


3,0*0 00 
1,123 00 
552 075 00 


$ 51,100 00 
9 600 OO 
63 500 00 
95,700 00 
4, n 0O 00 
30 300 00 
51,000 00 
S,0">0 00 
31,12500 
$551,27. >00 


Collections of subscriptions > vv ere ^wived ?40,001 00, and cash for the 

Bon en’s payment was made *itu 

llfredSlade made his payment as follows. 

Merchandise valued at . . - 
His personal note lor 

CaSh , .... T ...i at 520,000 00. subject to a niort- 

Dou Ayres gave in a bv^a»J- ; - at $5 000 00. anl cash lor the 

a ?c of S10, 000.00, delivery equipment 

;mainder. . ^.wrintions vv ere receive.! m cash. 

All other collections on ^ibscnpt.om_ 

Prepare the journal entries to recor . 


$ 10 COO 00 
20 000 00 
55 700 00 


(a) Authorization of of lot the infen-ifon riven in th 

(b Subscriptions. O^c »«b cri „. k ,„ „ conrr 

tabulated form— one ior t! - , ?ho ,, def 


for the subscriptions to preferred for 


(Make indivi hi d entr,^ fm 

• so „f n =spt5 on suo-'ciuzs.u- , Make only one entry 

subscribers who paid sub-enber, <ho« detmb m 

for the cash receipts from all 
the explanation ) 
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(d) Make one entry for the issuance of preferred shares and one entry for 
the issuance of common shares Show details in the explanations 

Problem A-3 Two partnerships Rogers A Smith and Vaner A Pelley decided 
to merge and incorporate as Home-Owned Stores The corporation was organized 
with an authonzed capitalization of 2 500 shares of S 100 00 par value common 
stock and acquired all the assets and assumed all the liabilities of the two partner 
ships The balance sheets of the partnerships on June 30 19 — were as follows 



Rogers 

\aner 


A 

& 


Smith 

Pelley 

Assets 

Cash 

$ 5 000 00 

$ 26 000 00 

Accounts Receivable 

19 200 00 

27 000 00 

Inventory 

21 000 00 

52 000 00 

Delivery Equipment 

1 200 00 

13 000 00 

Furn ture and Fixtures 

6 200 00 

16 100 00 


$.>2 600 00 

$131 100 00 

Lub Uties sod Net Worth 

Accounts Payable 

$15000 00 

$ 20 000 00 

Notes Payable 

9 200 00 

30 000 00 

Capital 

Rogers 

14 180 00 


Smith 

14 220 00 


Vaner 


50 000 00 

Pelley 


34 100 00 


$o2 600 00 

$134 10000 

Profit and loss ratios were as follows 

Rogers 

40% 


Smith 

60 


Vaner 


66%% 

Pelley 


33% 

The assets were taken over by the corporation on the following bases 


Rogers 

\aner 


&. 

A 


Smith 

Pelley 

Cash 

Book value 

Book value 

Accounts Receivable 

Book v alue 

$2o 000 00* 

Inventory 

Book value 

48 000 00 

Del very Equipment 

$1 000 00 

12 700 00 

Furniture and Fixtures 

Book value 

14 000 00 

Goodwill 

$21 000 00 

— 


* Adjust the book value by establishing a reserve 
Make journal entries to close the books of the two partnerships 


Problem A-4 Make entries in journal form to record the facts of Problem A-3 
on the books of the corporation and prepare the corporation a balance sheet as 
of the beginning of business 
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The new corporation to be known as the Eaej Products Co , is authorized to 
issue 2 000 shares of $50 00 par -value stock. Before the corporation takes over 
the assets, the valuation of delivery equipment is to be reduced to $2,500 00 b} 
establishment of a reserve for depreciation. 

Give entries in journal form on the partnership books 

(a) Assuming the partnership books are to be retained hi tl e corporation. 

(b) Assuming the partnership books are to be closed 
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Questions 


1- What two methods are acceptable for balance sheet presentation of an 
unrealized increment in the value of a fixed asset, shown by an appraisal? 

2. What is the “clean surplus” theory? 

3. What disposition should be made of organization expenses? 

4. How should the following be shown in the balance sheet? 

Discount on Stock. 

Unissued Stock. 

Uncollected Subscriptions. 

Organization Expense. 

6. What are the four essential characteristics of treasury stock? 

6. Why should the following items not be regarded as treasury stock by the 
X Company? 

(a) U. S. Steel stock purchased ns an investment. 

(b) Unissued stock held for issuance to employees. 

7. Which would you prefer to purchase from a corporation for $90.00? 

(a) A share of unissued stock of a par value of $100.00. 

(b) A share of treasury stock of the same class. 

8. A company has authorized and issued 1,000 shares of capital stock of 
$100.00 par value per share. How would 100 shares of treasury stock, purchased 
by the company at par, be shown in the balance sheet? 

9. 50 shares of stock of .$100.00 par value are purchased by the issuing com- 
pany at 90. They are later sold at 105. Give the journal entries to record these 
transactions. 

10. Under what conditions might a corporation prefer to declare a stock dividend 
rather than a cash dividend? 

Problems — Group A 

Problem A-l. The following balances appear in the after-closing trial balance 
of Handover Manufacturing Company on July $1, 19—: 

Subscriptions Receivable — Common . 

Subscriptions Receivable — Preferred . 

Dividends Payable — Common .... 

Treasury Stock — Common 

Treasury Stock — Preferred . . . 

Discount on Stock — Common 

Unissued Stock — Common 

Unissued Stock — Preferred 

Organization Expense 


$ 25,000.00 
$5,000.00 

? 11,520 00 

$.9.50.00 
12.000 00 
8,000 00 
200,000 00 
200,000 00 
13,2O0.OD 
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Common Stock Authorized 400 OOO 00 

Preferred Stock Authorized 3o0 000 00 

Earned Surplus 50 000 00 

Cap tai Surplus 27 700 00 

Subscribed Stock — Common 50 000 00 

Sub cnbed Stock Preferred 100 000 00 


Both classes of stock have a par value of $100 00 per share 
The preferred stock carries a preference rate of 6% it is cumulative and non 
participating There are no dividends in arrears It is preferred as to assets at 
par and dividends in arrears 

The treasury stock of both classes is carried at cost 80 shares of common stock 
and 120 shares of preferred stock are held Under the law of the state of incor 
poration the earned surplus is restricted to the extent of the cost of the trea«ur> 
stock 

The common stock subscriptions are due on August 15 The preferred stock 
subscriptions are due November 30 

Show how the above balances should appear in the company s balance sheet 

Problem A 2 Draft the journal entries necessarj to record the following trans 
actions on the books of the Handover Manufacturing Companj subsequent to 
July 31 19— 

Aug 15 — Collected the common stock subscriptions due today 
27 Sold 30 shares of common treasury stock at 115 
30 — Paid the $11 520 00 dividend on common stock 
Oct 5 — K B Downing purchased 100 shares of the unissued preferred stock for 
cash $10 200 00 

Nov 30 — The preferred stock subscriptions were collected todaj 
Dec 15 — "0 shares of the preferred treasury stock were issued to a creditor in paj 
ment of his account TTie stock was accepted b> him at 103 
Feb 28 — The directors declared dividends on all outstanding shares as follows 

Preferred — 6% 

Common — 7 

Mar 20 — The dividends were paid 

July 31 — By order of the board of directors the organization expense was written 
off 


Problem A 3 Record the following transactions Compute the profit or loss 
on each sale of treasury stock on the assumption that the first shares acquired 
were the first shares sold 

Aug 1 — Purchased 100 shares of treasury stock at $120 00 per 'hare 
6 — Purchased 50 shares at $123 00 per share 
10 — Sold 75 shares at $127 00 per share 

12— Acquired 60 shares at $12o 50 per share in settlement of an account 
receivable 

15 — Sold 120 shares at $128 50 per share 

19 — The stockholders donated 35 shares to the company 

23 — Sold 45 shares at $130 00 
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Problems — Group B 

Problem B-l. A corporation was organized under a state law which provides 
that no portion of the issuing price of no-par stock may be credited to Surplus and 
which restricts dividends to the amount of surplus minus the cost of treasury stock. 
The corporation issued 1,000 shares of no-par stock at $2. TOO per share, and sub- 
sequently issued an additional 1,000 shares at $30.00 per share. John Smith 
acquired 100 shares of the first issue by subscription, and 100 shares of the second 
issue by purchase from Fred White. Smith turned in the certificates and obtained 
a new certificate for 200 shares. He subsequently sold 100 shares to the company 
for S28.50 per share. How should the company record the purchase of the trees lin- 
stock? 


Problem B-2. Following are the balances of a number of accounts which 
appeared on the books of the Joslvn Corporation on June 30, 19 — : 


Capital Stock Authorized (par value $100.00 per 


share) 


$ 100 , 000.00 

Unissued Stock 

$ 21 , 000.00 


Treasury Stock — at par. 

1 , 000.00 


Premium on Purchase of Treasury Stock 

125.00 


Capital Surplus 


10 , 205.00 

Earned Surplus 


$ 9 , 011.00 

Subscriptions to Capital Stock 

5 , 500.00 


Capital Stock Subscribed 


11 , 000.00 

Organization Expense . . . . 

2 , S 40.00 


Dividends 

. . 4 , 500.00 


Dividends Payable . 


4 , 500.00 

Stock Dividends Payable 


9 , 000.00 

Write-up of Plant Properties 


20 , 000.00 

Premium oh Stock 


14 , 000.00 

Discount on Stock .... 

2 , 000.00 


Profit on Sales of Treasure Stock 


3 , 500.00 


The surplus is restricted in an amount equal to the cost of the treasury stock. 
The bookkeeper thought that treasury stock should be carried at par. The 
entries he made to record the purchase and sale of treasury stock were: 

Treasury Stock 

Premium on Purchase of Treasury Stock 
Cash 

To record the purchase of 100 shares of stock at 
$112.50 per share. 

Cash 

Treasury Stock 

Premium on Purchase of Treasury Stock 
Profit on Sales of Treasury Stock 
To record the sale of 90 shares of treasury stock. 


10,000.00 

1 , 250.00 

11 , 250.00 


13 , 025.00 

9 , 000.00 

1 . 125.00 

3 . 500.00 


Prepare a partial balance sheet. 

Problem B-3. Three partners, with capitals of $10,000.00 each, incorporated 
their business (taking $10,000.00 of stock each) but continued the partnership 
books. Profits the first year were shown by the book? a= $8,000.00. The tnrcc 
men, acting as corporate directors, had authorized salaries to t ionise . cs, as cor 
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poration officers of $2 000 00 each Iso entries were made for these salaries. The 
balance sheet at the end of the year is presented in condensed form below 


Net Asset* $35 50000 A 

Capital 

*11 00000 

B 

Capital 

9900 00 

C 

Capital 

1460000 

$35 500 00 


$35 500 00 

"" 



The capital balances w ere determined as 

follows 



A B 

C 

a) Original ivestments 

$10 000 00 $10 000 00 

$10 000 00 

(b) Addit onal investment (for which stock 

was 


issued) 


5000 00 

(c) Profits 

4 000 00 2 400 00 

1 600 00 

Total 

$14 000 00 $12 400 00 

$16 600 00 

(d) Less drawings 

3 000 00 2 500 00 

2 000 00 

Balances 

$11 000 00 $ 9 900 00 

$14 600 00 

Set up a corrected balance sheet 

Problem B-4 A companj s trial balance on December 31 1949 contained the 

following balances 

Sales 

$315 620 00 

Inventory (December 31 1918) 

$ 60 S75 00 


Purchases 

247 920 00 


Expen.es 

ho 290 00 


Discount on Sales 

1215 00 


Profit on Sales of Investments 

1263 00 

Loss on Sale of Machinerj 

1 926 00 


Dividends 

10 000 00 



Surplus SO 370 00 


The inventory at the end of 1949 was valued at 563 190 00 
Prepare 

(a) A statement of profit and loss and a statement of surplus m which 

extraneous profits and losses are not regarded as affecting the net income 
for the year 

(b) A combined statement of profit and loss and surplus in which extraneous 

profits and losses are not regarded as affecting the net income for the 
jear 

(c) A combined statement of profit and loss and surplus prepared in accord 

ance with the clean surplus tbeorj 



ASSIGNMENT MATERIAL FOR CHAPTER 21 
Questions 


1. Define: 

(a) Real estate mortgage bonds. 

(b) Chattel mortgage bond'. 

(c) Collateral trust bonds. 

(d) Debenture bonds. 

2. Into what three groups may bonds bn classified on th c basis of registry? 

3. Discuss the relative advantages of unrep-tered and registered bonds from 
the point of view of (a) the issuing corporation, and T>) the bondholder. 

4. A 5500,000.00 bond i?-ue has been authorized, but only 5300,000.00 of the 
bonds have been sold. How should these facr= appear in the balance sheet? 

6. Unissued bonds of a face value of §5.000.00, bearing 6^c interest, are sold 
at 101 one month after the interest payment date. Give the entry or entries 
required to record this transaction. 

6. From the bondholders’ standpoint, what i= the object of: 

(a) The sinking fund provision? 

(b) The sinking fund reserve provision? 

7. What is the difference in the nature of a sinking fund reserve and a depre- 
ciation reserve? 

8. Why are bond discount and bond premium written off to the Interest 
Expense account over the life of the bonds? 

9. Where do the following appear on the balance sheet? 

Unissued Bonds. 

Sinking Fund Cash. 

Sinking Fund Securities. 

Bond Discount. 

Bond Premium. 

Accrued Bond Interest. 

Sinking Fund Reserve. 

Bonds Payable. 

10. What disposition should be made of the following accounts at th° maturity 
of a bond issue? 

Sinking Fund Reserve. 

Sinking Fund. 

Bond Premium or Discount. 

Problems — Group A 

Problem A-l. Prepare entries in journal form to record the following matt* r< 
Jon 31. 1940— An issue of §250,000.00, 20-year, 5^, first mortgage, registered 
bond? was authenticated on this date. The interest is payable 
January 31 and July 31. 
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According to the terms of the trust deed, a sinking fund shall be 
created by depositing $12,500 00 with Northern National Bank, 
trustee, at the end of the fiscal year (January 31, 1950), the 
trustee shall immediately imest the fund in securities from a 
specified list, at the end of each subsequent fiscal y ear during the 
life of the bonds, a deposit shall be made which, together with the 
net income earned on the fund during the year, shall increase the 
fund $12 50000 a sinking fund reserve shall be established by 
appropriating $12 500 00 from profits each January 31, during the 
life of the bonds beginning January 31, 1950 
Feb 1, 1949 — The entire issue of authorized bonds w as sold at 101 
July 31, 1949 — An amount sufficient to pay the entire bond interest was deposited 
with the Western National Bank m a special account and the 
company immediately drew checks against this account in pay- 
ment of the bond interest 

Jan 31,1950 — The semiannual bond interest was paid on this date The company 
also made the required sinking fund resen e entry and the sinking 
fund deposit with the Northern National Bank 
July 31, 1950— Bond interest was paid 
Jan 31, 1951 — Bond interest was paid 

Received a report from the Northern National Bank, as follows 

Income from securities $500 00 

Less expenses and commission 100 00 

Net intome added to sinking fund $1 00 00 

The company made the sinking fund reserve entry and contributed 
the necessary amount to the sinking fund 

Problem A-2 Bonds of $100,000 00 face value, bearing 0% interest payable 
semiannually and due in 10 years were authorized on January 1 They were sold 
on March 1 at 103 and accrued interest Give entries m journal form to record 
The authorization of the bonds 
The sale of the bonds 

The payment of interest and the amortization of premium on June 30 


Problem A-3 On December 31, 1949, The Phillips Company authorized an 
issue of $500 000 00 of bonds secured by a first mortgage on the company’s land 
and buildings The bonds oore interest at 5% per annum, payable semiannually 
on June 30 and December 31, and were due on December 31, 1969 

Sales of bonds were made as follows 

January 1, 19o0 — $300 000 00 at 102 

March 1, 1951 — $100,000 00 at par and accrued interest 

On June 30 and December 31 of each year, the company deposited funds in the 
Bank of Commerce for the payment of the bond interest, on each subsequent 
July' 31 and January 31, the bank reported that all coupons had been presented 
and paid 

The indenture provided that a sinking fund should be created by deposits, on 
December 31 of each year of the life of the bond issue, computed in the manner 
stated on the following page 
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“The annual required increase in the sinking fund applicable to each issuance 
of bonds shall be an amount determined by dividing the face vaiue of the bonds 
of each issuance by the number of years between January 1st of the rear of 
issuance and December .31. 1969. From each annual total of the required 
sinking fund increases applicable to ail issuances, there shall bo deducted the 
increment since the last deposit resulting from income and profits on sinking 
fund securities, and the remainder shall be the required annual s inkin g fund 
deposit.” 

The company made sinking fund deposits on December 31st of each rear in 
accordance with the requirements of the indenture. 

The sinking fund trustee reported the following during 1951: 

Purchase of sinking fund securities on January 5, 1951. S14,S90.00. 

Sale of these securities on August 10. 1951 for $15,200.00. 

Purchase of securities on. August 16. 1951, $15,000 00. 

Interest earned on sinking fund securities during 1951, $713.25. 


The indenture also required that a sinking fund reserve should be maintained 
by a transfer from Eamc-d Surplus on December 31st of each year oi an amount 
sufficient to raise the balance in the reserve to the amount of the required balance 
of the fund on that date. The company complied with this requirement. 

Give entries in journal form to record all transactions to December 31, 1951, 
including the authorization of the bonds: the sales of bonds: the deposits of funds 
for the payment of interest: the payment of interest: the amortization of bond 
premium.; the sinking fund deposits: the sinking fund securities profits and income; 
and the transfers to the sinking fund reserve. 

Also prepare a partial balance sheet as of December 31, 1951. shoving all 
balances (except general cash) resulting from recording the above-stated facts, as 
well as capital stock of $750,000.00, and earned surplus of $123,540.00 after setting 
up the sinking fund reserve. 


Problems — Group B 

Problem B-l. $100,000.00 of 6T C . 5-year bom is. with interest payable semi- 
annually on June 30 and December 31. were authorized on December 31. 1949. 
The entire issue was sold at par plus accrued interest on February 2$. 19o0. Pre- 
pare entries in journal form to record the authorization and sale of the issue and 
the first interest payment. 


Problem B-2. $50,000.00 of 7 ‘Tc- 10-year collateral trust bnr.. is were auth< rizc< 1 
on June 30. 1949. Interest was payable semiannually on December 31 and .June 30. 
$25,000.00 of the bonds were sold on September oQ at 11*) plus accrue*, interest. 
Give journal entries to reconi the authorization ot the bon* is. tr.e sale of the bonus, 
and the interest payment and premium, amortization on December 31. 


Problem B-3. A company has $2o0,000.00 ot 5 1 y rC bonus 
bon* is am unregistered and interest is paid semiannually throng 
June 29, the companv deposited tne required Kinds tor payrn 
On July 31 the bank reported that 90^- « interest had been 
in journal form for June 29, June 30. and July ol. 


outstanding, 
h the -V Bank, 
er.t oi the in; 
paid. Givee: 


The 

On 
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Problem B-4. The A Company issued $50,000 00 of 6%, 10-year bonds on 
June 30, 1949 The provisions of the indenture required the establishment of a 
sinking fund which n as to be increased $5,000 00 each year, as well as a sinking fund 
reserve which w as to be increased $5,000 00 each year, until the bonds were retired 
In accordance with the above provisions, The A Company made its first pay- 
ment into the sinking fund on June 30, 1950 On June 30, 1951 the trust company 
reported a net income of $250 00 from sinking fund securities, and The A Company 
made its annual payment accordingly 

On July 15 1959, The A Company was notified by the trust company that the 
bond issue had been retired and that there was S450 00 left in the sinking fund, as 
profit from the sale of sinking fund secunties 

Prepare the necessary entries in journal form for June 30, 1950, June 30, 1951, 
and July 15, 1959, assuming that The A Company kept only one Sinking Fund 
account 
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Questions 


1. What are the three elements of manufacturing cost? 

2. Distinguish between direct labor and indirect labor. 

3. In which element of manufacturing cost would the following be classified? 

(a) Floor sweeping material. 

(b) Wages paid the factory timekeeper. 

(c) A machine operator’s wages. 

(d) Lumber to be used in making chairs to be sold. 

(e) Lumber to be u~ed in making chairs for the office. 

(f) First aid kit for the factor/. 

(g) Towels for the office. 

(h) Parts to be used in a machine to he sold. 

4. How do the working papers of a manufacturing business and those of a trading 
business differ? 

6. What is the difference between the profit and loss statement of a manufactur- 
ing company and that of a trading company? 

6. Why is it important to separate manufacturing expense from selling and 
general expenses? 

7. The X Machinery Co. manufactured a machine for use in its own furnace 
room. At what figure should the machine be set up in the fixed a==et account? 

Materials cost. 

Prime cost (materials plus direct labor). 

Total manufacturing cost (materials, labor, ami overhead). 

Selling price. 

The price at which the A” Machinery Co. would be able to purchase the 
machine elsewhere. 


Problems — Group A 


Problem A-l. Following is a trial balance of The Pardee Company on De- 
cember 31, 19 — . 


Cash 

Notes Receivable. . . . 
Accounts Receivable 
Inventories (January 1, 19 — ): 
Raw Material' . . 

Goods in Pence." 

Finished Good- . - 

Land 

tin'll ding- .... 

Machincrv . . 

Tools. 

Patterns 

Patents 

Furniture and Fixtures 


4- i,7S7.50 

2.400.00 
250,900.00 

27.000 00 

25.000. 00 
.30,03)00 

25.000 00 

50.000 00 
iO.OO'O 00 

7.00) 00 

5.0) 0 00 

30.000. 00 

5.700.00 
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Reserves for 
Depreciat i o n — B raiding) 
depreciation — Msrfaaflfy 
Dep/eaatjoxi — Furniture and Futures 
Expiration — Patents 
Bad Debts 
Notes Payable 
Accounts Payable 
Bonds Payable 
Capital Stock 

Earned Surplus (January 1, 19 — ) 

Sales 

Returned Sale* 

Purchases of Raw Materials 
Freight Tn 
Direct Labor 
Indirect Labor 
Insurance — Building-, 

Insurance — Machinery and Equipment 
Taxes — Real Estate 
and Light 
Repairs — Buildings 
Repairs — Machinery 
Factory Expense 
Emplojers’ Liability Insurance 
Commissions and Salaries — Salesmen 
Traveling Expense — Salesmen 
Cartage and Express Out 
freight Out 

Insurance — Merchandise 
Office Payroll 
Officers' Salaries 
Postage 

Telephone and Telegraph 
Collection and Exchange 
Stationery and Printing 
Bonding Office Employees 
Bad Debt Provision 
Interest — General 
Interest on Bonds 
Sales Discount 


5,25000 

12.50000 

2.50000 
7,500 00 

13.00000 

87.000 00 
42,800 00 

50.000 00 
200,000 00 

60,52000 
1,290,000 00 

42.000 00 
520 000 00 

23 000 00 

399.500 00 
52 000 00 

400 00 
700 00 
4,100 00 
23,700 00 
950 00 
1,310 00 
3,010 00 
4,500 00 
43 000 00 

17.500 00 
5,750 00 

11.000 00 
900 00 

18,000 00 
15,000 00 
2,000 00 
1,800 00 
700 00 
3,2o0 00 
250 00 
9,400 00 
6,600 00 
2,002 50 

15,900 00 

1,771,070 00 1,771 070 00 


The following data must also be taken mto consideration 


Inventories, December 31, 19 — ■ 

Raw materials $25 500 00 

Goods in process 20,000 00 

Finished goods 30,000 00 

Tools 4,500 00 

Ratterns 3 000 00 

Stationery and printing 400 00 

Depreciation and amortization rates 
Buildings 4% 

Machinery 10 

Furniture and fixtures 10 

Patents 6 
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Accrual?: 

Interest on bonds g ^7 50 

General interest ' -JOO tX) 

Real estate taxes -!K0 00 

Unexpired insurance: 

Buildings..... 15 000 

Machinery and equipment 200 00 

Merchandise... 210.00 

Employers’ liability .... OQ0 OQ 

Unpaid wages: 

Direct 10.300.00 

Indirect 3.000.00 

Prepaid interest on notes payable 500.00 


The bad debt provision is to be adjusted to 1^ of net sales. 

A 5% cash dividend on the outstanding stock was declared, payable January 10. 
The following expense accounts should be apportioned as indicated: 


Insurance — Buildings 

Manufacturing 
95' c 

Selling General 
5'T 

Taxes — Real Estate 

05 

5 

Power and Light . . . 

90 

5’T 5 

Repairs — Building? . ... 

95 

5 

Employers’ Liability Insurance .... 

$3,000.00 

$200.00 $400.00 

Insurance — Merchandise 

350.00 

310.00 

Telephone and Telegraph 

Depreciation — Buildings . 

95 T 

oO^ 50 l 7B 

5 

Depreciation — Furniture and Fixtures 


25 75 


Prepare: 

(1) Working papers. 

(2) Statement of cost of goods manufactured. 

(3) Statement of profit and loss. 

(4) Statement of earned surplus. 

(5) Balance sheet. 

(G) Adjusting and closing entries. 

(7) The Manufacturing and Profit and Loss ledger accounts. 


Problems — Group B 

Problem B-l. Following is a trial balance of the ledger of the Rowan Manu- 
facturing Co. Adjustments for accrued and deferred items and for bad debt and 
depreciation reserve provision? were posted to the ledger before the trial balance 
was drawn off. The books have not been closed for a year. Prepare working 
papers. 


ROWAN MANUFACTURE? G CO. 
Trial Balance 
December 31, 1949 

Cash 

Accounts Receivable. . 

Reserve for Bad Debts 


11 , 000.00 

56,500.00 

-i, 500.00 
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Finished Goods Inventory 

31,000 00 


Goods in Process Inventory 

12,000 00 


Raw Materials Inventory 

20,000 00 


Machinery and Equipment 

Reserve for Depreciation — Machinery and Equip- 

50 000 00 


ment 


12 50000 

Furniture and Fixtures 

20 000 00 


Reserve for Depreciation — Furniture and Fixtures 


7,50000 

Unexpired Insurance 

2 800 00 

Prepaid \dvertismg 

1,200 00 


Accounts Paj able 


34,30000 

Accrued Interest Payable 


900 00 

Accrued Salaries and Wages 


12 600 00 

Mortgage Payable 


30 000 00 

Capital Stock 


75,00000 

Earned Surplus 


14,700 00 

Sales 


205,500 00 

Returned Sales and Allowances 

3,500 00 

Purchases 

54,000 00 


Returned Purchases and Allowance* 

3,00000 

Freight In 

2 000 00 

Direct Labor 

40 000 00 


Indirect Labor 

14,000 00 


Heat, Light, and Power 

2,000 00 


Factorj Rent 

6 000 00 


Factory Insurance 

1,2 JO 00 


Depreciation — -Machinery and Equipment 

5,000 00 


Miscellaneous Manufacturing Expense 

1,800 00 


Idvertising 

4,000 00 


Freight Out 

2,500 00 


Salesmen s Salaries 

12,500 00 


Delivery Expense 

4 000 00 


Miscellaneous Selling Expense 

1,000 00 


Officers’ Salaries 

18000 00 


Office Salaries 

6,000 00 


Stationery and Supplies 

1,400 00 


Bad Debts 

3 600 00 


Depreciation — Furniture and Fixtures 

2,000 00 


Miscellaneous General Expense 

I 000 00 


Discount on Purchases 


1,100 00 

Discount on Sales 

2,30000 


Interest Expense 

1,800 00 


Dividends 

7 500 00 



401,600 00 

401,60000 


Inventories, December 31 1949 
Finished Goods 823,500 00 

Goods in Process 17,500 00 

Raw Materials 18,000 00 

Problem B-2 Referring to Problem B-l, 

(a) Prepare a Statement of Cost of Goods Manufactured 

(b) Prepare a Statement of Profit and Loss 

Problem B-3 Referring Co Problem B-l, 

(a) Prepare journal entries to clo'm the books 

(b) Present the Manufacturing account and the Profit and Loss account. 
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Questions 


1. What is the disadvantage of numbering the accounts consecutively when the 
books are opened? 

2. What advantages result from the use o! expense controlling accounts? 

3. If expense controlling accounts are kept and special columns are provided 
therefor in the voucher register, how should expenses be recorded and how should 
postings be made? 

4. Can the subsidiary expense records be operated without special columns in 
the voucher register? 

5. If expense controls are used, what is the purpose of the summary of expenses 
prepared from the subsidiary expense record* at the end of the month? 

6. What kinds of entries affecting the expense analysis records arc likely to be 
made in books of original entry other than the voucher register? How will such 
entries be posted? 

7. Under what circumstances can the Account Number and the (\/) columns be 
eliminated in the expense controlling account sections of the voucher register? 

8. Which procedure do you consider preferable: 

(a) Using the journal as a book of original entry for the receipt of note* 

receivable and the issuance of notes payable, and using the note 
registers merely as detailed record* subsidiary to the note accounts 
in the ledger? 

(b) Using the note registers as books of original entry for the receipt and 

issuance of notes? 

9. When the note registers are used as books of original entry: 

(a) Are special columns for the note controlling accounts required in the 

journal? Why? 

(b) Are special columns required in the cash books? Why? 


Practice Set 

This practice set consists of the transactions of Lane-Madison Corporation for 
tlie month of August . The current year should be used in all dates. 

Chart or Accounts. Subsidiary Records. 

Charts of the general ledger accounts and the subsidiary expense accounts 
appear on the inside of the covers of the general ledger and the books of original 
entry. The general ledger contains the following eontroliing accounts: 

1120 — Accounts Receivable: 

This account will control an accounts receivable subsidiary ledger. A ou 
will not be required to keep tins subsidiary ledger; it is assumed tnnt it 
will be kept bv an assistant bookkeeper. 
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2120 — Vouchers Payable 

You will keep the voucher register 

1130— Notes Receivable 
2130 — Notes Payable 

These accounts will control note registers, which you will keep 
5300 — Ma \ ota ctcjri vg Expense — Control 

This account will control an expense anal} sis record, or distribution sheet, 
containing columns for the subsidiary manufacturing expense accounts 
shown in the chart of accounts It is assumed that postings to this 
expense analysis record will be made by an assistant 

6000 — Selling Expense — Control 

This account will control an expense analysis record to which you will 
make postings 

7006— General Expense— Control 

This account w ill control an expense anal} sis record to n Inch, it is assumed, 
postings will be made by an assistant 

Books or Original Entry 
The following books of original entry will be used: 

Books you are to keep 
Voucher register 
General cash receipts book 
Cash disbursements book (check register). 

Notes receivable register 
Notes payable register 
General journal 

You will post all entries in these books (except to the subsidiary accounts 
receivable ledger and to the manufacturing and general expense analysis 
records, as indicated above) and will post column totals at the end of the 
month 

Books to be kept by an assistant bookkeeper. 

Cash receipts from customers book 
Sales book 

Returned sales and allowances book 
You will post column totals from these books at the end of the month. 

Payroll summary 

This will be prepared by the assistant bookkeeper, postings will be made 
by you 

At some time before the payroll entries (in the assignment with Chapter 25) 
are made, you should read the appendix dealmg w ith payroll deductions 
and taxes 

Postings, except column totals, should be made daily. 
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T ra ns vc-novs 


(The numbers in parentheses are transaction numbers.) 

August 1 : 

(U Lane Brothers have been in business for some time, operating as a partnership. 
They are short of working capital. Joseph Madison agrees to make nn 
investment in the business, provided it is organized as a corporation. Lane- 
Madison Corporation is organized with an authorized capital of 1,000 shares 
of 8% nonparticipating preferred stock, and 7.500 shares of common dock. 
Both classes of stock have a par value of S100.00 per share. Make entries 
to record the authorized stock issues. 

(2) Subscriptions to stock are received at par as follows: 


Number of Sucres 
Preferred Common 

John Lane 2,750 

Robert Lane 1,750 

Joseph Madison 500 

Make proper entries in the Subscriptions and Stock Subscribed accounts. 

(3) Collected half of Madison's subscription to preferred stock. Stock certificates 

are issued for the amounts collected 

(4) In partial settlement of the stock subscriptions of John and Robert Lane, the 

corporation takes over the assets and as-umes the liabilities of the partnership 
of Lane Brothers. The assets and liabilities taken over, and the partners’ 
interests therein, are as follows: 


As=et»: 

Cash. . 

Accounts receivable 

Less reserve for bad debts 
Finished goods . . 

Goods in process . . 
Materials. . . 

Land. . 

Buildings 

Machinery and equipment . 
Tools 

Trucks 

Office furniture 

Patents 

Goodn ill 

Total ns=ets 


$ R543.S9 

$ 15,703 42 

597.90 15,155 52 

64,S54 35 
34,3 17 S3 
5S,930 02 
52.000 00 

142.000 00 

155 000.00 
2, 100 00 

5.000 00 
4,600 00 

9.000 00 
20,000.00 

S5S0.042.21 


Liabilities: 

Accounts payable 

Notes payable 

Accrued interest on note.' p j% able 
Mortgage payable — land and building' 6% 
Mortgage payable — machinery and equip- 
ment — 5% ■ • 

Accrued interest on mortgages payable 


13,226 45 
75,000 00 
233 33 
50,003 00 

00,000 00 
1,250 00 


Total liabilities . . 


199,709.79 


Partners’ interests: 
John Lane .... 
Robert Lane 


5230,026 23 

100,306.10 5360.332 12 
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(a) Make a journal entry recording all the assets except cash, and all the 

liabilities except notes payable and Vouchers payable and crediting 
account 2201— Lane Brothers When the interest on the notes pay- 
able is paid, account 8235— Sundry Interest Expense will be charged, 
therefore, credit the accrued interest oij no tcs payable to this account 
When the interest on the mortgages is paid, account 8240— Mqrtgage 
Interest will be charged, therefore, credit the accrued interest on the 
mortgages to this account 

(b) Make an entry for the cash in the general cash receipts book, crediting 

account 2201 

(c) The 875,000 00 liability on notes payable 1S detailed as follows 

Interest 

Pate Payee Time Rate Face 

July 7 Citizens State Bank 90 <i a y, 6% $25,000 00 

15 First State Bank 60 6% 50 00000 

$75000 00 

Record these notes in the notes payable register, debiting account 2201 

(d) The accounts payable totaling 813,220 4g represent items which are to 

be recorded m the voucher register as follows 


Voucher Register 


Voucher! 

Issued to 

Terms ] 

J 

1 \ ouchers 

I Pay able 

1 2120 

Sundry Accounts 
i Debit 



Acct 1 

Amount 

119 — 1 

1 Aug 

2 

1 

1 

Bolton Wire Company 
Morns and White, Inc 

Due Aug 9 
Due Aug 5 

1 3,976 30] 

1 2201 J 

13 22640 

3 1 i 

1 

Duncombe Foundries 

Due Aug 2 j 

[3,115 20j 




The voucher register illustrated above cc )n t a ins only those columns re 
quired for the entries under consideration 

(e) Your assistant has opened an account in the subsidiary accounts receiv- 
able ledger with each of the debtors listed below 


C E Bruce $ 8,12130 

J C Burns 3,215 60 

C ^ Finlej 219 80 

C L Murphy 113 85 

Rowley and Com pan y 1,702 85 

Strnson Motor Sales 3,327 02 


$16,703 42 

(f) Make a journal entry debiting Lane Brothers and crediting Subscriptions 

to Common Stock for the portion of the subscriptions paid by the 
transfer of the net assets of the partnership 

(g) Common stock certificates are issued to ,j 0 hn and Robert Lane for the 

portions of their subscriptions fully paid by the transfer of the partner- 
ship net assets The shares were issued to each in accordance with 
his interest m the net assets 2,200 shares to John Lane and 1,603 
shares to Robert Lane 
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August 2: 

(5; Notes receivable due in 2 1 ' <L.y=’ and ; >v r: a 7 irr.irrr. are received iron: 
John Lane and Robert I ani- 1 r ti e pert: r- ■ ; tb> ir stock s'mscripri-'ns no*, 
covered by tlieir capital itr crests :n v> r<r as-cts taken over iron: the 
partnership. 

Stock certidcates are issued to J •hr. Lr.n > and FI cert Lane fcr the amounts of 
stock subscribed Hr by them and n< t .seurd ycs'erday 

(6) Buy coal from Niles Fuel and MMerul *A n-ary. 53 .db-d SO . t :rms. net "0 day: 

( Charge account 531.3.) 

(7) Pay the Duncorabe Foun<iric' vri-.cb'- Fss 2N Cori: dNe«'r u -y 

* In order to compress mthin the bn:'' o' r-<'ntk the transact! 'a- n-hji'k it L~ 
desired to include in this practice set. the tine i’n>i > f ro'es at" unusually short. 



ASSIGNMENT MATERIAL FOR CHAPTER 24 

Questions 

1 What is the purpose of a petty cash fund 7 Describe the procedure of setting 
up and operating a petty cash fund 

2 If a petty cash fund is operated is a petty cash book necessary? 

3 If a company operates a payroll bank account by drawing a check on the 
regular bank account for the exact amount of the payroll and depositing this check 
in the payroll bank account what would be indicated by 

(a) A balance in the payroll bank account in the general ledger 7 

(b) A balance m the payroll account per the bank statement 7 

4. The 8} stem of internal check described in this chapter makes the concealment 
of a misappropriation of cash receipts unlikely except by collusion among three 
parties What are the duties of these three parties w ith rc e pect to cash receipts 
and why wou/d their collusion probably he required to conceal a misappropriation 
of receipts 7 

5 Compare the following cash procedures from the standpoint of a good system 
of internal check 

(a) Some of the cash receipts are not deposited but are held m the office 

for making small disbursements 

(b) All cash receipts are deposited dail> and small expenditures are made 

from a petty cash fund which is replenished by check 

6 What are some of the services rendered by a bank 7 

7 Why docs the balance shown by the bank statement rarely agree with the 
balance shown bv the depositor s books 7 

8 Assume that you are reconciling the bank account of a company at the dose 
of the first month of its operations and that you check the bank statement and 
returned checks against the ca«h receipts and cash disbursements books in the 
manner described in this chapter How will each of the following item3 be disclosed 7 

(a) Checks outstanding at the end of the month 

(b) Charges made by tl e bank not taken up on the books 

(c) Checks charged bj the bank at a figure higher than their face 

(d) Checks raided (amount fraudulently increased) by the pajee and 

cleared without detection by the bank 

(e) Checks fraudulently or carelessly issued by the cashier without cash 

book entry In this connection can you see any reason why the 
person authorized to sign checks should not make the bank recon 
ciliation 7 


Problems — Group A 

Problem A-l The bank balance as of June 30 1948 as shown by the books of 
Wilson Williams A Co agreed with that reported by The First National Bank 
During the month of July the ca=h transactions of the company with the bank 
were recorded as shown on the following page 

618 
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Cash Receipts Boob 


Date 


i Bank 

194S 



j 

July 

3, 


110 40 


Oi 


431106 


O 


126-32 


S 


246:91 


15 


17S 40 


15 


43 10 


15 


192,70 


18 


120 40 


25 


31 76 


25 


7250 


31 


140*50 


1 

. 

1,694 05 


Cash Disbursements Book 


Check No. 

' Date ■; 

Bank 


119 

>1918 

llulv 

' i 

0 

i 

S293 

120 

4 

Si 

14056 

121 

! 


155, 

00 

122 i 


214 

10 

123 i 

| 

9) 

23' 

46 

124 | 


13j 

350 

00 

125 j 


19 

91 

130 

126 i 


26? 

113 

40 



31; 

350 

00 

127 j 


L 

,1.320; 

75 


The bank statement for the month of July showed the following: 


Date 


Checks 

Deporits 

Balance 



Balance brought forward 


J 

2,410.63 

3 


S2.93 



2,32770 

5 



no 

4°; 

2,43S 10 

6 


140.56 

557 

38 

2,854 92 

S 

Ex. 

.20 

240 

91? 

3,101,63 
2, SS7<53 

10 


214.10 


1 

14 


155.00 


2,732 53 

15 


23.46 350.00 

414,20’ 

2,773;27 

19 

CoL 

.50 

120 

-to; 

2,89317 

25 


91.30 

10! 

26j 

2,906? 13 



Balance end of month 


1 

2,906,13 


Prepare a bank reconciliation as of July 31, 194S, and any journal entries 
necessary to correct the company’s books. 


Problem A-2. During the month of August, 194S, Vi ilson, Williams & Co, 
opened a bank account with City Bank it Trust Company. The company’s cash 
books for the month of August are shown on pages 620 and 621. There were no 
other entries affecting cash during August. 

The August statements of the two banks, together with lists of returned checks 
and debit memos, are as follows: 


The First National Bank 


Date] 


1 

5 


S 

10 

12 

15 

19 

27 

31 


Ex. 

X.S.F. 


Checks 

Balance brought forward 


350.00 


53.40 

1,372.00 

21.50 


.10 


S05.S6 


120.20 

174.30 

117.41 


331.65 


92.50 

126.20 


Balance end of month 


| Deposits | Balance 


923 95! 
200 00 . 
1,40S'S6 

140 00 
55 00 
“4202. 
99, '50 


2,90C> 13 
3,450 OS 
2,254 05 
3,012 01 
3,759 35 
3,093,49 
2,5-17 99 
3,47200 
3,21045 
3,021 75 


3,02 1,75 


620 ASSIGNMENT 

MATERIAL— CHAPTER 24 

Returned checks and debit memos (rearranged in numerical order) 

Checks 


Debit memos 

No 127 

$ 350 00 

Exchange charge $ 10 

128 

1,372 00 

NSF check 

129 

53 40 

(R. N' Shackleford) 11741 

130 

2150 


131 

805 80 


132 

174 30 


133 

126 20 


134 

92 50 


135 

33165 


137 

12620 



City Bank Sc Trust Company 



Returned checks and debit memos (rearranged in numerical order) 


Checks 


Debit memos 


Vo 1 

S 633 00 

Collection charge 

*50 

2 

1000 

Collection charge 

25 

3 

027 20 

Exchange charge 

10 

4 

1,000 00 



5 

456 00 




Cash Disbursements Book 
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Cash Receipts Book 
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Date 


19 IS! 
Aug. 


CnuniTs 


Dkiuts 


Account Credited 


S 


lj Elliott Smith 
It \\'arren F. Wright 
Is Notes Receivable 
5J Sales 

S >; J. E. Wintbrop 
10, R. N. Shackleford 
12' Sales 

14$ Smith, Witherspoon 
15] Notes Receivable 
1 5? Sales 
119 j J. F. Slvouse 
21 j Caiman Credit Co. 
2G‘i Elliott Smith 
20j T. J. Haldorson 
315 Adams and White 
;3l| F. L. Bracken 


Co. 


j Sundry 

1 Accounts ’ 

; 

Accounts' 
Receiv- ' 

Dis- 1 
count j 

First City Bank 
National* it Trust 

;L.F. t Amount' 

able 

\ 

on Salc^ 

i 

Bank < 

1 

Company 

1 5 

i j 

! 

16000, 


» 

1 

1 

1 ! 
460 00, 

I 

j 


32G 

72 J 

3 

27; 

323 l 45’ 

1 

! 1,000 

00 




! 

1 j 

1,000*00 

320 

oo 1 


l 


j 

200 00 

120*00 

] 1 

i 

1,423 

09, 

14 

23 

i,4os’so; 

I 

< X 

j 

118 

00, 

1 

19, 

117,41] 


i I 040 

oo; 

* 


1 


( 

140 00 

500 00 

I 1 


1.02S 

50 

10 

29* 

j 

1.01S 21 

1 500 

00, 


i 


t 

500 00' 

i 

f 165 

00] 


l 


j 

55 s 00, 

1 10 00 

I 

1 

749 

52 1 

7 

50 

742,02, 

1 



1,300 

00’ 

13 

00, 

I , 

1,237 00 

1 5 

1 

To 

00’ 


1 

75 00 

j 

J | 


24 

50, 


{ 

21 30, 


\ 

i 

410 

50 

4 

17] 

! 

41233 

i 

i 

257 

50 

0 

OS] 

254,92 

I 

J 2,625 

00 

0,179, 

93, 

50 

23, 

4,30l|icj 

4, 447154 


From the information presented above and in Problem A-l, prepare reconcilia- 
tions of the two bank accounts, and any journal entries necessary to correct the 
company’s books. 


Problems — Group B 

Problem B-l. On March 31, 19 — , the bank statement received by the Lucas 
Company showed a balance of $6,775.65. The books of the company showed a 
cash balance of $7,202.23. 

Prepare a bank reconciliation, using the following information: 

The following checks issued during March had not cleared the bank on 
March 31: 


No. 1572 $210.21 

15S5. . . 7.29 

15S7 115.93 

1593 72.09 

The company's deposit of March 31, in the amount of s64S.lo, was not 
credited to its account by the bmik until April 1. 

The bank, under date of March 31, charged the company’s account with an 
item of S1S4.00. Upon investigation it was found that this was charged 
to the company in error, since it was a check of Lucas and Son. 


Problem B-2. Prepare a bank reconciliation for the A" Company on De- 
cember 31, 19 — , using the following data: 


Balance per books 

Balance per bank statement 


$ 5,060.11 
10,010.02 
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Items on company books but not on bank statement 
Deposit in transit — mailed December 31 685 00 

Outstanding checks 

K60 3,221 09 

K65 1,002 00 

K66 918 70 

K70 298 97 

Items on bank statement but not on company books 
Debit memos for collection and exchange charges 1 25 

A charge on December 31 for a $300 00 note and $3 00 inter ■ 
est This note was originally received from D O Ander 
son and was discounted by the X Company at the bank 
It matured on December 31 and was not paid by Anderson 303 00 

An N S F check received from Hans Hills 2 00 


A check m the amount of $3 506 18 received from Peter 
Bryant, w as recorded by the bookkeeper as S3 605 18 

Also submit the journal entries required to correct the books 


Problem B-3 On August 4 19 — , the Norris Co established a petty cash fund 
of 3100 00 

During August the petty cashier made the following disbursements 


Aug 


5 (7012) Stationery and Printing 
8 (6070) Advertising 
13 (7071) Postage 

15 (7090) Miscellaneous General Expense 
19 (5172) Freight In 
24 (6070) Advertising 
28 (7090) Miscellaneous General Expense 
30 (7090) Miscellaneous General Expense 


$14 73 
11 47 
18 00 
4 75 
2 59 
17 04 
892 
7 17 


On August 31 the fund was replenished Give, in journal form the entry to 
record the establishment of the fund, assuming the voucher sjstem is not used 
Record the transactions in a Petty Cash Book with special columns for Miscel- 
laneous General Expense, Advertising, and Stationery and Printing Use the 
numerical chart of accounts presented m Chapter 23 

Give the entrj , in journal form to record the replenishment of the fund 


Practice Set ( Continued ) 

August 3 

(S} A SXf-dsy, \s% uvTu? :s received fr&m C E Brace for tbe sesoast of today's saie 
to him, So 340 00 

(9) Give F J Donovan, Inc a 20-day, 6% note in the face amount of $20,614 90, 
for materials purchased today 

(10) Insurance policies expiring one year from August 1 are received today from 
Scott and Scott, together with them bill for S4 920 00, terms, cash in 10 
days Use the expense control columns in the voucher register to make the 
following apportionment of the premium cost 

$3,600 00 
1200 00 
120 00 


Account 5355 
Account 6055 
Account 70o5 
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Do not forget that you are to make the posting? to the selling expense annlv-L- 
record. 

(11) Discount our 20-day note for §10,000.00 at the First State Bank Proceeds 

§9,900.67. 

August 4: 

(12) Receive a 20-day, 6% note from Ellis Screen Company for §1,200.00, the 

amount of today’s sale. 

(13) Purchase materials from Graham Brothers, §34,872.00. Terms, 2/10, n/30. 

(14) Issue a check for §300.00 to City Garage Company for garage rent for delivery 

trucks for August and September. 

August 5: 

(15) The Robert Lane note is discounted at the First State Bank. The proceeds 
are computed as follows: 


Face of note . 814,693.S1 

Add interest at for 20 days 4S.9S 

Value at maturity 814,712.79 

Deduct discount on 814,742 79 for 17 days at 6^7 41.77 

Proceeds 814,701.02 


(16) Purchase oil and other factory supplies from Benson Supplies Companv, 

§2,413.90. Terms, 2/10, n/30. 

(17) The discount period on the Morris and White, Inc. voucher expires today, 

and we want to take advantage of the 2 r ( discount. However, we have 
reported some unsatisfactory materials and have not yet arrived at an agree- 
ment regarding the amount of credit we should receive. By agreement with 
Morris and White, Inc., we now make a partial settlement of §3,000.00, 
being allowed a discount of §100.00 and sending them a check for $1,900.00. 

August 6: 

(IS) Discount the C. E. Bruce 20-day, 6Vo note at First State Bank. Discount 
rate, CWi proceeds, §5,342.62. 

(19) Receive a 20-day, note from Manley and Rogers for today's sale, 

SIS, 630,00. 

(20) Purchase materials from Morley Casting Co., $1,190.S0; term-, 2/10, n/30. 

(21) One of our trucks is to be used by Sandford. White A Co. (one of our customers) 

for a few days. Charge §50.00 to their account. 


August S: 

(22) The First State Bank holds the §50,000.00 real estate mortgage assumed by 
the corporation when the partnership's assets were acquired. It is de-ired 
to retire this mortgage, and the bank consents to the following settlement: 


Principal of mortgage 

Accrued interest: 

To July 31 8500.00 

August I-S 60 . 0 / 

Premium — ■1*1 of principal — (Charge Earned 

Surplu-1 

Amount of check i«ued today 


850,000 00 


565.07 


500 00 
851.060.07 
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(23) Issue a check for $ 63 80 to Lippert Reduction Company for material* pur 

chased today terms cash 

(24) Draw a *200 00 check to the order of the petty cashier to establish a petty 

cash fund 

(2o) T R. Price the sales manager is to be allowed m lieu of salary a commission 
of Hof 1 °c of net sales his drawings are to be deducted from his commis- 
sion and the balance is to be paid to him at the end of each month. Price 
is paid SoOOOO today Charge account I23 r> — T R Price Drawings. 

(26) Henry E Isewman, Inc telephoned us today and said that they forgot to 

deduct the discount to which they were entitled their remittance is re- 
corded m the cash receipts from customers book, A check for the amount 
of the discount was sent to them 

August 9 

(27) Kettleman and Company accept a 10-day draft for $3 12o 00 the amount of 

the 6ale today The acceptance is discounted at 6 % at the Fir=t State Bank. 
Proceeds S3 119 79 

28) Purchase materials from Weber and Fields S9 40000 terms 10-day ac- 
ceptance for amount of imoice less 2% discount We accept the draft 

(29) Pay Bolton Wire Company the *3 9 <6.30 voucher recorded August 1 less 2% 

cash discount 

(30) Factory supplies purchased from Benson Supplies Company on August o at 

a cost of $316 80 are returned to them with their consent 

August 10 

(31) Kettleman and Company insist that if they pay the 10-day draft which they 

accepted y esterday they should be allowed a 2% discount. Make a i oucber 
for the amount of the discount *62 oQ this voucher will be paid if Kettleman 
and Company pay their acceptance 

(32) The following purchases of material* are made 

McKinnon Company — net 30 days $2 115 00 

Barter A. Beale — 2/10 n/30 foo Lakewood 5 624.7a 

(33) Issue a check pay able to sales manage- T R. Price for *°96 80 for salesmen s 

trat elmg expenses. 
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Questions 


1 . John Brown’s accounts receivable ledger contains the following account: 

Roy Ka mm 

Julyj 1] 2/10, n/30 | ] 5G0|50; ~ T~ ~ 

In Brown’s voucher register there is a voucher payable to Kamm for $890.00 
subject to 1% discount if paid before July 10. 

(a) What payment by Brown on July 9 will settle the balance due Kamm? 

(b) Make the entry (journal form) to record this payment. 

(c) How will this payment be recorded if Brown’s books of original entry' are 

similar to those used in the practice set? 

2. Jones buy's goods from Robbins on June 5 for SSS7.90; terms, 1/10, n '30, 

f.o.b. destination. Jones pays the freight, £45.07. On June 7, 
goods costing $175.45 are found to be defective and are returned; 
the freight on this return, also paid by Jones, is $20.40. What 
remittance by Jones will settle this account on June 14? 

3. How should the following be shown in the balance sheet? 

(a) Accounts receivable from stockholders. 

(b) Accounts receivable from employees. 

(c) Accounts receivable from customers. 

(d) Accounts receivable from officers. 

4. How would you interpret each of the entries in the following account? 


Reserve for Bad Debts 


194S 

j 

( 1 

~ jl 947 

31t 

i ! 

Jsj 2,000 JoO 

1 1 

J15, 2,200 00 

, | 

Aug. 

J12. 225 ! 

l 

3G Dec. 
|l0 18 
Dec. 
{1919 


! 


jFeb. 

24) 

J20‘ 225i3G 


6. Suppose that the Reserve for Bad Debts has a debit balance of $309.75 
before closing the books for the year on December 31. Aging the customers ac- 
counts yields the following information: 


Are 

1- 30 days. . 
31- 00 days. . . 
Gl- 90 da vs. . . 
91-120 day-s. . . 
5- G months 
7- 12 months 
Total 


Expected 
Amount I» g s 

$0,055.87 
1,513.25 $12=5.04 

G59.0S 25% 

319.70 50% 

134.75 $1 19.S0 

257,45 100% 

$94)1010 


625 
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The probable losses shown were carefully computed What entry or entries 
affecting the Reserve and the Bad Debts accounts are necessary? 

6 Describe three methods of estimating the amount to be credited to the 
reserve for bad debts 

7 The following entry was made for an account considered uncollectible 

Reserve for Bad Debts 200 00 

R F Borns 200 00 

Assume that $100 00 is collected What entries should be made if 

(a) It is thought the account may now be collected in full* 

(b) No more collections are expected? 

8 How should credit balances in the accounts receivable be presented m the 
balance sheet 7 

9 Discuss the reasons underlying the cost or market rule for the valuation of 
inventories 

10 Can the gross profit method be applied to the valuation of raw materials 
and goods in process? 

11 If the inventory of finished goods is valued at market purchase pnees be- 
cause they are lower than cost, does the profit and loss statement correctly state 
the gross profit on goods sold? 

12 A company purchases merchandise for $15 000 00 and sells half of it for 
$10 000 00 The market value of the remaining half is $6 500 00 Prepare a partial 
profit and loss statement which will give a true statement of the facts 

13 What is the advantage of the alternative method of recording purchase 
discounts described in Chapter 25’ Are there any disadvantages? 

14 At the end of a period the amount credited to Discounts A\ ailable on unpaid 
vouchers is $75 00 Of this amount $30 00 applies to unpaid vouchers on which the 
discount period has expired Give the adjusting journal entry After the books 
have been closed, what reversing entry is made 7 

15 Assume that you wish to record all expenses by one or the other of the fol- 
lowing methods 

(a) Charge all expense expenditures to expense accounts and set up 

prepared expense accounts at the end of the period if necessary 

(b) Charge all expense expenditures to prepared expense accounts and 

write off the expired portion of each expense at the end of the period 
by a charge to an expense account 

Which method would you adopt 7 

16 Assume that m keeping a set of books you decide to use both of the above- 
mentioned methods of dealing with expenses using in each case the method appro- 
priate to the conditions What will govern your choice of methods? 

37 For what four purposes may resen es be set up 7 Give examples 

Problems — Group A 

Problem A-l Pittsfield Company sells merchandise to Barnfold Company 
The books of Pittsfield Companj thawed a balance of $2 317 82 receivable from 
Barnfold Company on May 31, 19 — on the -same date the books of Barnfold 
Company showed a liability of $604 11 to Pittsfigld Company 
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You are asked to determine why the accounts do not agree. You obtain a copy 
of the account receivable on Pittsfield Company’s books, and a copy of the account 
payable on Bamfold Company’s books. These accounts arc in the laboratory 
material. 

You are not asked to determine the correct balance; you arc asked only to pre- 
pare a list of all differences in the accounts and to prepare a reconciliation statement 
showing that the differences in your list account for the difference in the balances 
of the accounts. 

You will proceed as follows: 

Check the debits for sales in Pittsfield’s account with Barnfold against the 
credits for purchases in Barnfold’s account with Pittsfield. Put check 
marks after the items which are in agreement. 

Check the debits for payments, returns, etc. in Barnfold’s account with 
Pittsfield against the credits in Pittsfield’s account with Barnfold. Check 
the items which are in agreement. 

Enter the unchecked items in the statement headed “Details of Differences in 
Accounts”. Foot the four columns of this statement. 

Enter the totals of the statement of details in the Reconciliation Statement, 
and foot the two columns of this statement. If the totals are in agreement, 
the accounts are reconciled. 

Problem A-2. A company purchased a building on January 1, 10-19. Its Rent 
Collected in Advance account contains the following credits for rent collections in 
1949 on leases; 


January 

1 

Three year.-, 

.$9,000.00 

February 

1 

Two vears 

0,000.00 

March 

1 

Two vears 

•1,500 00 

April 

1 

One year 

3,000.00 

May 

1. . . 

Two vears 

3,000.00 

Juno 

1 

Three years 

0,000.00 

July 

1 . . 

Six months 

1,200 00 

August 

1 

One year 

3,000 00 

September 1 . . 

Six month'- 

l.SOO.OO 


Give the entries necessary to take up rent earned on December 31, 1949. 

Problem A-3. The Liberty Finance Company borrowed substantial sums of 
money from banks, paying discount as follow 

Date Period 

of Loau of Loan 

January 1 ... CO days 

15 30 days 

February 1 120 days 

March 15 90 days 

These payments were charged to Prepaid Bank Discount account. 

Compute the amount of discount expired in each month and set up the I repaid 
Bank Discount account and Discount E\pen=e account as they would appear on 
March 31, after making transfers to the expense account. The books are not to be 
closed until the end of the year. The company, in its computations, uses the actual 
number of days in each month. 


Amount of 
Discount 
$ 500.00 
300.00 
1,000.00 
750 00 
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Problems — Group B 

Problem B-l. The Miller Distributing Company made the following purchases 
during t be 3 ear It had no m\ entory before the Gist purchase 


Januan 15 
March 27 
May 3 
August 12 
October 15 
December 8 


250 units at $1 75 
300 units at 180 
100 units at 1 87 
400 units at 1 94 
320 units at 1 97 
275 units at 2 00 


On December 31 the inventory contained 675 units Determine the cost -valu 
ation of the mien ton bj each of the following methods 

(a) First-m, first-out 

(b) La=t in, first-out 


Problem B-2. The Wood lawn Corporation had a fire in its warehouse on Sep- 
tember 30, 1949, which destroyed its inventory of merchandise Estimate the 
inrentory of good s on hand on September 30 

The following balances appeared on the books on September 30 

Sales $115,00000 

Returned Sales and Allowances $ 4 500 00 

Purchases SO 000 00 

Returned Purchases and Allowances 3 200 00 

Inventors December 31, 1948 15 000 00 

Freight In 1,200 00 

In the past the Woodlaw n Corporation made a gross profit of aopromnately 
31% of net sales 


Practice Set (Continued) 

August 11 

(34) Give a $29,750 00 note to C D Fulton A Co for a purchase of machinery 

The note bears 6% interest and is due in 30 day's 

(35) Purchase materials from Hubbard and Laurel, $G,354 70 Terms, 2/10, n/30 

(36) Fay the Scott and Scott voucher of August 3 

(37) Moms and White, Inc , finally agree to allow us a credit of $500 00 because of 

our claim that materials purchase'! from them were unsatisfactory Today 
we settle the remainder of our indebtedness to them Although the dis- 
count period has expired, we are allowed the regular 2% discount because 
the delay in making complete settlement was caused by their delay m allow- 
ing U3 proper credit 

August 12 

(3S) G E Boyce accepts a 10-day draft for $11,711 00, the amount of today s sale 
less 2 % The acceptance is discounted at the First State Bank. Proceeds, 
$11,69148 
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(39) A purchase was made from Weber and Fields on August !), and a 10-dav draft 
was accepted for the amount of the invoice, lc== 2 C ' C discount. Merchandise 
billed to us at 8450.00 vas returned; make the following journal entry to 
record the return: 

1233 — Weber and Fields 411.00 

8101 — Discount on Purchase^ 9,00 

5179 — Returned Purchases and Allowances 450.00 

Make a notation in the Remarks column of the notes payable roadster; if 
Weber and Fields hold our acceptance to maturity, we can apply the 8441.00 
toward the payment of the acceptance. If Weber and Fields discount the 
acceptance, it will be presented to us by the endorsee, and we shall not be 
able to apply the offset; in that event we shall demand a cash payment from 
Weber and Fields. 

( 10) Pay the following: 

Nelson and Mason — for advertising . . $875.00 

Daily News — want ads for factory labor (charge account 5390) 22 75 


August 13: 

f41) P. B. Munger accepts a 10-day draft for 830,000.00, the amount of the sale to 
him today. 

(42) Settle the Graham Brothers voucher of August 1 in the manner detailed 
below. 


Graham Brothers invoice 
Less 2% discount. . 

Net 

Transfer the P. B. Munger acceptance 
Less discount at G9o for 10 days 
Discounted value. . 

Remainder paid in cash. 


534,872 00 
097.4 1 
$34,174.50 

$30,000.00 

50.00 

29,950 00 
$ 1,221.50 


Record the entire transaction in the cash disbursements book. 

(43) The entry in the cash receipts from customers book for the collection from 
Wilder & Simpson indicates that the amount of the remittance was computed 
as follows: 


Invoice, August 5 S/.-lo.ou 

Less 2% discount *44.31 

Remainder $7,071.29 

Less allowance, August $ 20s.6Q 

Remittance S6,SG2. 69 


The customer has been notified of the error. Make the proper correcting 
entry. 


August lo: 

(44) Purchase materials from Cleveland Foundries. .>17,000.00; they pa> ihc 
freight (S195.00) although the terms were f.o.b. Cleveland. We give them a 
30-day note without interest for the materials and freight. No discount 
allowed. 
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(45) Pay East and West Railroad freight bill which is detailed below 

$306 87 On purchase from Baxter A, Beale on August 10 Since the terms of 
the purchase were fob Lakewood we will deduct this $306 87 
when we pay the voucher Therefore charge account 2129 — 
Freight to be Deducted The Baxter A. Beale freight bill has been 
attached to the voucher payable to that company to serve as a 
reminder that the deduction is to be made when the check is drawn 
and so that it can be sent to the creditor as evidence that the freight 
was paid Write a memorandum Freight to be Deducted 
$306 87 m the Remarks column of the \ oucher register on the line 
for the Baxter & Beale voucher 

48 65 On sale to D G Welch on August 12 Since the terms of this sale 
required that Welch bear the expense of the freight the $48 65 
should be charged to 1 im The charge should be entered in the 
Accounts Recen able column of the voucher register the customer s 
name should be written beside the amount so that the assistant 
bookkeeper will have the information he will require to post the 
entry 

47 2o On returned sales 

93 60 On sales 
S496 37 

(46) Pay the Benson Supplies Company voucher of August 5 less return and dis 

count 

August 16 

(47) A credit memorandum of S813 19 is received from Baxter & Beale because of 

defective materials received August 10 (The credit memo is pinned to 

the > oucher ) 

(48) Receive a bill from The Davison Job Printers terms 15 days detailed as 

follows 


Factory forms (acco int 5311) $ 297 80 

Sales forms (account 6090) 216 30 

Bookkeeping suppl es and office forms (account 
7012) 1 160 00 

Total 31 674 10 


(49) Your assistant has prepared the payroll summary for the first half of August 
(The charge to account 1331 — Machinery and Equipment represents labor 
in making machinery installations ) 

Your work in connection with the payroll consists of the following 

(a) Post to the general ledger accounts and the selling expense anal} si? 

record (Your assistant will post to the manufacturing and general 
expense analysis records ) The accounts to be debited and credited 
are indicated on the payroD summary 
The net payroll habiht} to emplo}ees is shown by the summary to be 
$13 727 04 

(b) Record a check payable to Payroll (This check is cashed for the pur 

pose of making payroll payments ) 

If you have not read Appendix 1, do so at this time 
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August 17 : 

(50) Send Alorley Casting Co. a cl.r-rfc for S 4 ,l! 2 > 6 , the red amount of the v,uci."r 

payable to them. 

(51) An account receivable frem C. 17. Fin icy, taken over frt ni the partner-;. ip. 

in the amount of S2 lf>.70. i.»: placed in the hand.- < f an attorney Ur collect!* n: 
and the SI 13.85 account receivable from I. Murphre taken over fr.rr. 
the partnership, is written off. 

(52) A credit memorandum ha- been is-ued to C. Burns t > reci rd an error in 

footing the invoice of August 11. t \v total of which -la uld have Lr<-n 
§5,975.80. Since this credit memorandum .vu.- not L--ur-d for either a re- 
turn or an allowance, but to correct an error in the hilled -eliinr price, the 
issuance of the credit memo should not involve a debit to Returned Sale- 
and Allowances, but should involve a debit, to Sale*. Therefore, no amount 
was entered in the returned sales, and allowance- book, and a journal entry 
should be made. 

(53) Purchase office supplies from Davis & Davis, 8122..-0, terms, net 15 ciay- 
August IS: 

(54) A check for S107.15 is received from f.ipport Reduction Company for materials 

returned. 

(55) A check is sent to Baxter & Beaic- in -cttlement of the voucher of Augu-t 10. 


Invoice. . 

85.624.75 

Less return, August 16 

§13 13 

Invoice net of return 

•5 J . S 1 1 56 

Less 2 r / c discount 

66 23 

Remainder 

5-1.715 33 

Freight paid for them, August 15 

306 S7 

Amount of check 

^ 1.40^. W 


(56) Record in the cash disbursements book a return ot material- to Hubbard and 

Laurel, 5792.00, and the L-.-uancc <4 a check m payment of the remainder of 
the voucher of August 1 1 . 

(57) Yesterday a credit memorandum for 5650.00 was L-sued to TTarner Br-tr.ers. 

A further inspection of the mr-rchanui-e indicare-- that they should have 
been credited with only 8575.00. 


August 19: 

(5S) Under the terms of the sale to 0. 0. Ferrreon on Aurist 3, interest, at 67 
accrued on the 53,212.90 account after August 13. Today we receree from 
Ferguson cash and a note, as follow* : 


Cash: 

To applv on account - - - 

Tnterest.'on ? 1,500.00 from August 13 to Align.- 1 10 
Total — recorded in cash receipts from customer- hook 

A 30-dnv note, dated August 19, lor: 

The balance of the account ' 53,212.90 minus S 1.500.00 
Inferesr on S 1.712.90 from Aucu-t 13 to twr.remhcr 15 
("credit account 2135 — Infcre-i Collected in Advm.rc) . 

Face of note. . 


SI.. TO CO 
1.50 
■ 51.50:.5Q 

Sl.7i2.ro 

.51.T23 
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Record the receipt of the note and make such entry as may be required for 
the SI 50 interest 

(59) The Ivettleman and Company acceptance discounted by us on August 9 was 

paid by the drawee todaj Pay Kettleman and Company the Toucher for 
the *62 50 discount which we agreed (see transaction 31) to pay them if 
their 10-daj acceptance was paid at matuntj 

(60) Weber and Fields present the 10-daj acceptance dated \ugust 9 and we issue 

a check for the net amount we owe them. 

August 20 

(61) The freight deduction taken bj Warner Brothers in the settlement recorded 

todaj m the cash receipts from customers book includes *61 ~o paid bj 
them on merchandise returned on August 1" The entrj in the cash re- 
ceipts from customers book charges the total amount of tl e freight to ac 
count 6061 Freight Out *61 7o should have been charged to account 
6063 — Freight on Returned Sales Make a correcting journal entry 

(62) An entrj m the cash rece pts from customers book shows that J C Bums 

made a remittance in settlement of his invoice of August 11 The re- 
mittance was computed as follows 


Invo ce {6 07 a 80 

Less 2% cash discount 121 o2 

Net $5 9a4.28 

Less fre ght 49-0 

Cash remittance $5 901 53 


Burns apparently overlooked the credit memorandum which we issued to 
him on August 17 because of an overfooting of the mv oice He should have 
computed h s remittance as follows 


Original invo ce 

$6 07 o 80 

Less cred t memorandum 

100 00 

Corrected billing 

$o 9"a 80 

Less 2% discount 

J19 o2 

Net 

$o SaG.28 

Less fre ght 

49 75 

Cash remittance 

So 806 53 


Make whatever journal entrj is required to adjust the accounts Bums is 
notified of the overpayment of his account 

63) Effective today part of one of the buildings has been rented to Millen Hard 
ware Companj for one jear at S300 00 per month. The first month s rent 
is collected today Credit account 2421 — Rent Collected in Ad -ance 
Monthlj transfers will be made to account Sl°l Rent Income 

Augu 1 22 

f 4) John Lane makes a partial pajment on his note and gives a new note for the 
balance The details are presented below 
John Lane s present indebtedness 

Note $54,973.77 

Accrued interest — 20 days 183.2a 

Total 


$55 15702 
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Payment consists of. 

A 30-day, G9r note, signed by Fred Hamilton, 
dated July 31, taken at discounted value: 

Face . SI 3, 000.00 

Interest for 30 days 75.00 

Value of maturity St 5,075.00 

Discount on §15,075.00 to August 3> — 

8 days 20,10 

Discounted value, August 22 
A new 00-day, 6 r ' c note for 
Cash for the remainder . 

Total 


$15,054.90 

30,000.00 

10,102,12 

$53,15 7.02 


Make entries in the notes receivable register and the cash receipts book. 
Since Lane is not a customer, it is not necessary to make a journal entry 
charging the old note back to an account with him. 

(05) Robert Lane today paid the bank his discounted note for ?14,093.S1, with 
interest thereon. 

(GO) Give our check to First State Rank to pay the discounted Boyce acceptance, 
due and dishonored today. 

When Boyce accepted the draft due in 10 days, he was allowed a discount of 
$239.00, which he now forfeits by failure to pay the acceptance. 

(07) Pay Stinson Motor Sales $3,800.00 for a new truck received today. 
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Questions 


1 Should the following assets ow ned by a manufacturing company be classified 
in its balance sheet as fixed assets 7 

(a) Land on which its factory is situated 

(b) Land used as an experimental farm for the improvement of grain 

used as one of its raw materials 

(c) Land and buildings formerly used as the company’s factory, but now 

leased to another company 

(d) Land which the company purchased two years ago and which it hopes 

to sell at a profit, the land is not m use 

(e) Land which is not at present in use, but is being held for possible 

plant expansion 

2 A fixed asset is manufactured by a company for its on n use At what cost 
should it be placed in the asset account 7 

3 If a company constructs a fixed asset for its own use at a cost which is less 
than that at which it could have been purchased from outsiders at what value 
should it be shown on the books 7 

4 Should the following bo charged to the asset account, to the related depre- 
ciation reserve, or to expense 7 

(a) Broker s commission in connection with purchase of real estate 

(b) Taxes accrued at the date of purchase 

(c) Taxes after purchase 

(d) Cost of remodeling a section of the building to convert it into an office 

<e) Annual painting and decorating costs 

6 Machinery was purchased for 550,000 00 and sold at the end of 5 years for 
545,000 00 A reserve for depreciation had been provided m the amount of 
$10,000 00 Give the journal entry to record the sale 

6 Why is it unnecessary to amortize the cost of a trademark 7 

7 Is there any objection to charging all depreciable factory fixed assets to a 
Plant account and charging depreciation at 10% of the balance in this account, if 
10 years is the average life of the fixed assets 7 

8 Why is depreciation not ordinarily credited directly to the fixed asset 
account 7 

9 How may the profit or loss on the disposal of a depreciated asset be deter- 
mined 7 How should such profits and losses be treated in the books of account 7 

10 What is goodw ill and how may its value be determined 7 

11 What are leaseholds and leasehold improvements 7 Explain the accounting 
procedure applicable to them 

12 If a fixed asset is disposed of at a price m excess of its net book value, is it 
necessarily true that the depreciation provisions of prior periods were incorrectly 
computed 7 
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Problems — Group A 


Problem A-l. A corporation was organized on January 1, 1950. At the end 
of the } ear it* ledger contained a Land and Buildings account, w ith debit and credit 
entries as shown below. The bookkeeper stated that the entries in this account had 
been made in accordance with the accounting principle that all costs during the 
construction period should be capitalized. 


Debits: 

Incorporation fees and expen=es 5 500 00 

Other organization expenses 300 00 

Co=t of land and old buildings (One budding, the rest of 
which was estimated to be $25,000 00. was to be retained; 
the others were to be demolished) 100 000.00 

Broker’s commission on purcha~e . . . 1,000.00 

Attorney's fees for the year: 

Incorporating company . . . 300.00 

Examination of real estate title 100.00 

Patent investigation . ... 500.00 

Real estate taxes accrued at date of acquisition LS00.00 

Paving assessments: 

1919 250.00 

1930 250.00 

Cost of rehabilitation of building retained 0,300 00 

Contract cost of new building completed June 30, 1950 350,000.00 

Real estate taxes for 1950 3,000.00 

Cost of demolishing buildings 7,500.00 

Interest on $350,000.00 for six months at 0 r f (The building 
was paid for with funds obtained from the sale of preferred 

stock) 10,500.00 

Semiannual dividend on preferred stork 12,500.00 

Material, labor, and overhead costs of partitions, 'helving, 
etc., installed by company employee.' 12,-100.00 

Excess of price quoted by a contractor iti bid for partition', 
shelving, etc., over the $12,100 00 'tated above 2,000.00 

Salary of John Smith for first six months of the year. Smith 
supervised the building construction, after June 30, he 
served as factory superintendent 1,500.00 

Discount on $475,000.00 of preferred stock issued for cash to 
obtain funds for purchase of land and old buildings and 
construction of new building . . 9,500.00 

Preferred stock given to a contractor for filling in swamp- 
land, grading, landscaping, and paring roads and laying 
sidewalks through the premises The contractor's bid 
was $25,000.00, payable in either cash or preferred stock. 25,000.00 
Replacement of windows broken in AugU't 35.00 

Repairs necessitated by a cyclone in September . 3,000.00 

Total debits $550, $33.00 


Credits: 

Proceeds of sale of a portion of the land S 10,000.00 

Proceeds of sale of salvage from building demolished 0,000.00 

Credit to reduce balance to round amount of $500,000.00: 
the offsetting debit was made to Paid-in Surplus, an 
account which had been credited with part of the pro- 
ceeds of the i'suance of no-par common stock 34,^35,00 

Total credits • • ■ ■ $ 30, S3.) 00 

Balance $500, 0 00. 00 
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Show what items can properly be included in the determination of the cost of 
the land and the cost of the buddings 


Problem A-2 Following is the Machinery account of the Denver-Pascot 
Corporation, as of December 31, 1949, together with the Reserve for Depreciation— 
Machinery account 




On Apnl 1 1949 the company acquired new machinery, having a list price of 
§29 000 00, for $25 000 00 in cash and the machinery acquired on January 1, 1947 
Give journal entries to adjust the accounts, as of December 32, 1949, on the two 
following bases of accountmg, both of which are regarded as acceptable 

(a) Depreciation provisions are made annually, at 12J-£% of the closing bal 

ance m the asset account, no special provision for depreciation on 
assets sold is to be made for the period from the first of the year to the 
date of sale and the profit or loss on the disposal of an asset is to be 
based on the net book value at the preceding December 31st 

(b) Depreciation is to be provided at the rate of 123^% per annum, depre- 

ciation on assets disposed of is to be computed for the fractional period 
from the first of the j ear to the date of sale, and depreciation on assets 
acquired is to be computed for the fractional period from the date of 
acquisition to the end of the year 


Problems — Group B 


Problem B-l The X Company made the following expenditures 


January 1, 1948 
Used deb very truck 

January 15, 1948 
Garage bill as follows 
Overhaubng motor 
New body 
New battery 
Gas and oil 


§3,50000 


§ 80 00 
315 00 
15 00 

10 50 420 50 



ASSIGNMENT MATERIAL— CHAPTER 26 


637 


June 30. 194S: 

Tires — to replace worn-out ones ... 

October 15, 1950: 

Overhauling of motor, replacing pistons and bear- 
ings, new drive shaft ... 

Give the journal entries to record these transactions. 


S5.00 


350.00 


Problem B-2. The articles of partnership of the firm of A. B , and C, who 
■-hare profits and losses equally, contained the foll'twi.ir pro virion: ‘Tn the event 
of the death of a partner, the goodwill of the firm riiaii he computed by capitalizing 
at 12 1 4% the excess of the average earnings for the three full years pri g- to l.i- 
death in excess of 109c of the net worth of the firm a-- shown by the books at the 
end of the year prior to his death.’’ 

B died on May 3. 1950. The profits for the three preceding vears were: 1947, 
$11,330.20; 194S, S12.2S7.05: 1949, SI2.205.S5. The balances in the Capital 
accounts on December 3 1, 1949 were- .4. S30.000.00; B. S23.000.00; C, S20,000.00. 

Make the proper entry for the goodwill. 


Practice Set (Continued) 

August 23: 

(6$) Give the First State Bank a check for S5, 357.S0, to pay the C. E. Bruce note 
discounted on August 6th. dishonored today. 

(69) On August 13 we transferred a P. B. Munger acceptance to Graham Brothers. 

the acceptance was dishonored today. A check for 530.000.00 is sent to 
Graham Brothers. 

(70) Pay F. J. Donovan, Inc., S20.6So.62 for the 20-dav, C^c note given on August 3. 

(71) The discount taken August 17 on the Mortcy Casting Co. voucher was disal- 

lowed, because the discount period had expired. We issue a check today 
for the discount. 

(72) Purchase typewriters for cash from Lowry Office Outfitters. 5345.00. 

(.73) The note payable which we discounted at the First State Bank is due today. 

We renew it by siring the bank a 6 r T note due in six days for 510,000.00. 
(74) Collect the remainder of Joseph Madis m's subscription to preferred stock. 
Certificates for the stock are issued to him. 

August 24: 

(73) Ellis Screen Company pays note and interest due today. 51.204.00. 

(76) In settlement of the dishonored acceptance charged to P. B. Munger yesterday, 
we receive cash and a 30-day, 6^ c note of W. E. Dennis, dated July 30. 
The settlement is detailed below: 

Amount of dishonored Munger acceptance . . 530.000.00 

Dennis note: 

F ace 520,000.00 

Add interest for SO days at 6 W- 100.00 

Value at maturity . . . 520.100,00 

Less discount on 520.100.00 for 5 days a : O' ' 10. < 3 

Discounted value • • ■ ■ 20.053.25 

Cash received -recorded in the cash receipts 
from customers boo'O . .... 


$ 9.916.7.'' 
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When the note n collected at maturity, the $100 00 interest will be credited 
to Interest Income therefore, the $83 25 interest allowed to Munger should 
be debited to that account 

(77) Machinery is purchased for $39 500 00 from Johnson Machine Company 

A cash payment of $19 500 00 is made today the balance is payable Sep- 
tember 24 

August 25 

(78) The note received from John Lane on August 22 is discounted at the First 

State Bank The proceeds are computed as follows 


Face $30 000 00 

Interest at 6% for CO daj s 300 00 

Value at maturity $30 300 00 

Discount on $30 300 00 to October 21 — i7 da\s 287 85 

Proceeds $30012 15 


(79) Your assistant has recordel the $197 82 received today from the attorney to 

whom the C W Finlej account of $219 80 was sent for collection on August 
17 The attorney has retained a 10% collection fee Make a journal entry 
to dispose of the balance in Tinley a account by charge to account 7090 

(80) Pay City Abstract Company $200 00 for title search relative to the real estate 

acquired from Lane Brothers 

(81) Pay Stinson Motor Sales for the following 

Trailer for truck $475 00 

Tires — to replace tires worn out 70 00 

Total $o45 00 


August 26 

(82) Recene from Manley and Rogers a 30-day C% note for $18 692 10 in renewal 

of their 20-day note dated August 6 plus interest to date 

(83) Purchase materials from Watson Refineries $7 094 90 terms 2/10 n/30 

(84) Pay Hanson Construction Company $415 00 for installing the machinery 

purchased on August 24 

(85) One of the typen nters purchased a few days ago from Lowry Office Outfitters 

is returned to them today and a check for $115 00 is received 

(86) At his request w e deliv er to J \ Hancock by truck the goods sold him today, 

terms fob Lakewood Charge him $35 00 for cartage 

August 27 

(87) The cash receipts from customers book contains an entry for $10 865 50 re- 

ceived from G E Boj ce Boyce is in financial difficulties and no further 
collection is expected on his account of $11 9o0 00 

(88) Pay McKinnon Company $2115 00 m settlement of voucher recorded 

August 10 

(89) One of the entries m the cash receipts from customers book records the collec- 

tion of the $113 85 account of C L Murphy which was written off on 
August 17 Make a journal entry reversing the write-off 

(90) Purchase materials from Wagner and Hobson $29 68540, terms, 2/10, n/30 
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Questions 


1. What are the advantages of keeping accounts on a departmental basis? 

2. If the method described in this chapter for recording cash sales in a business 
with various departments is used, why are the totals of the Sales column in the cash 
receipts book and the Cash column in the sales book not posted? 

3. What departmental accounts should be kept if it is desired to determine 
merely the gross profit on sales by departments? 

4. What additional information must be obtained to detennine the net profit 
on sales by departments? 

6. What is the danger in apportioning selling expenses to departments on the 
basis of sales? 

6. What are the advantages of closing accounts to departmental Selling accounts 
instead of directly to Profit and Loss? 

7. If the operations of a department result, year after year, in a net loss, after 
charging it with reasonable amounts of selling and general expenses, could there be 
any possible reason for continuing its operations? 


Problems — Group A 


Problem A-l. The laboratory material contains working papers of Schcer and 
Warner for the month of .Tune, 19—. after all adjustments have been made. 

The following additional information is furnished: 


Department A Department B 


Inventories, June 30 

$4,230.00 

$ 1,525.00 

Selling expense apportionments: 
Advertising.. 

30.50 

30.50 

Delivery Expense 

29.00 

19.00 

Rent ($20.00 to be classified as a general 
expense) 

75.00 

75.00 

Depreciation: 

Store Equipment 

10.00 

5.00 

Delivery Equipment . 

20.00 

11.23 


Complete the working papers and prepare a departmental statement of profit 
and loss, carrying the departmentalization to the point of net profit on sales. 


Problem A-2. Refer to Problem A-l and prepare a statement of profit and loss 
carrying the departmentalization to the Net Income line. Apportionments made 
by the management were: 

Department .4 Department B 


As in Problem A-l : 

Advertising 

Delivery Expense 

Depreciation — Store-Equipment . . . 
Depreciation — Delivery Equipment . . . 

639 


S 30.50 

29.00 

10.00 
20.00 


$ 30.50 
19.00 
5.00 
11.25 
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Additional 

Rent 

Office Salaries 

Depreciation — Office Equipment 
Bad Debts 

Collection and Exchange i 
Miscellaneous General Expense 
Discount on Purchases 
Interest Income 
Discount on Sales 
Interest Expense 


Department A 

85 00 
100 00 
5 00 
44 95 
95 
14 50 
13 00 
830 
33 51 
20 27 


Department B 


85 00 
100 00 
500 
49 40 
100 
14 50 
17 45 
S 33 
36 47 
12 23 


Problem A-3. You are to prepare a statement of profit and loss, based on the 
data m Problems A-l and A-2, showing the contributions of Departments A and B 
to non departmental overhead After examining the profit and loss statement 
which you prepared for Problem A-2, the management made the following estimates 
as to expenses and miscellaneous income which would be eliminated by the dis- 
continuance of Department A or Department B 


Analysis to Determine Probable Reduction 
In Expenses and Miscellaneous Income 
Which Would Result from Discontinuance of 
Department A or B 


Effect of 
Discontinuance 
of Depart- 
ment A 


Charged Not 

to Elimi- Elimi- 
Dept A nated nated 


Selling Expenses 




Advertising 


$ 30 50 $30 50 


Sales Salaries 

(a) 

300 00 

$300 00 

Freight Out 


43 00 4300 


Delivery Expense 

(b) 

29 00 

29 00 

Rent 

(c) 

75 00 

75 00 

Depreciation — Store Equip- 





(d) 

1000 

10 00 

Depreciation — Delivery 




Equipment 

(b) 

2000 

20 00 


Total Selling Expenses 8507 50 873 50 8434 00 


Effect of 
Discontinuance 
of Depart- 
ment B 

Charged Not 

to Elimi- Elimi 
Dept B nated nated 

8 30 50 830 50 
200 00 8200 00 

54 00 54 00 
19 00 19 00 

75 00 75 00 

5 00 500 

11 25 11 25 

8394 75 884 50 83102a 


General Expenses 

Rent (c) 8 1000 8 10 00 

Office Salaries (e) 10000 100 00 

Depreciation — Office Equip- 
ment (0 5 00 5 00 

Bad Debts (g) 44 95 844 95 

Collection and Exchange 95 95 

Miscellaneous General Ex- 
pense (h) 14 50 14 50 

Total General Expenses 8175 40 845 90 8129 50 


$ 10 00 $ 1000 
10000 10000 

500 500 

49 40 $49 40 
100 1 00 

14 50 14 50 

$179 90 $5040 $129 50 
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Other Income: 

Discount on Purchases . . 
Interest Income . 

Total Other Income 

Other Expenses: 

Discount on Sales . 
Interest Expense 

Total Other Expense 


Effect of 
Discontinuance 
of Depart- 
ment A 


Charged 


Xot 

to 


Ehrm- 

Ehmi- 

Dept 

_A 

nated 

n^ted 

$ 13 

00 

M3 00 


s 

30 

's 30 


$ 21 

yO 

$21 30 

— 

S 33 

ol 

833 51 


20 

27 

20 27 


S 53 

78 

5 53 78 



Effect of 
Di^contiriu m<c 
of Depart- 
nient B 

Charged Xot 

to Llinii- Elmn- 
Dcpt B nated nated 

s it in M7 r> 

S 3 3 S3! 

S 2 V7S $2 3 78 __ 

8 SO 17 $3<> 17 
1 2 21 12 23 
« IS 70 «t$70 


Explanatory Notes 

(a) The company employs two sale- clt rk- it would be uctc—ary to retain both 

even if one of the departments v a- di-eontmued. 

(b) The delivery equipment would have to be kept tn service for cither depart- 

ment. 

(c) It would be necessary to continue renting the entire store, even though onh 

one department was operated 

(d) The discontinuance of either department would not eniblo the company to 

reduce the amount of store equipment 

(e) There is only one office emplov ee 

(f) The discontinuance of either department would not enable the company to 

reduce the amount of office equipment 

(g) The provision for bad dcbt« was ba-ed on the net - ale- The di-continuance 

of a department would eliminate the --ale- and the bid debt provision 

(h) The miscellaneous general expense corw-ts of office supplies, telephone, etc., 

which would not be appreciably reduced by the di-continuancc of a depart- 
ment. 


Prepare the required statement. 


Problems — Group B 

Problem B-l. Refer to Problem A-l and prepare journal entries to close the 
books. 


Practice Set (Continued) 


August 29: 

(91) The directors have authorized an is-ue of .'300.000 00 of first mortgag' ! md-. 
to be dated August 1, to mature in ten years, and to bear intere-t it G r E 
pavable semiannually. The indenture requires the creation of a ''"king 
fund, by monthly contributions, sufficient to retire all i-sued bond- ma- 
turity. 
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At the present tune, $200,000 00 of the bonds are to be issued, for the purposes 
mentioned below the monthly sinking fund contribution is, therefore, fixed 
at $1,606 67 The indenture also requires the transfer to a sinking fund 
reserve of an amount equal to the monthly 'inking fund deposit 
The bonds are secured by a mortgage on all the company’s real estate and ma 
chmery 

Details regarding the bonds issued today are shown below 

(a) To the Citizens State Bank, to pay note 

Face of bonds 

Interest accrued since August I 
Total 

Note Faj able— dated July 7 $25 000 00 

Accrued interest 220 S3 

Discount 

(b) To First State Bank, to pay note 

Face of bonds 

Interest accrued since August 1 
Total 

Note pa> able — dated July 15 $50,000 00 

Accrued interest 375 00 

Discount 

(c) To retire 5% mortgage on machinery and 

equipment 
Face of bonds 

Interest accrued since August 1 
Total 

Mortgage payable $60 000 00 

Accrued interest 991 67 

Premium (allowed because the bonds bear 
6% interest w hereas the mortgage bore 5%) 

(d) To Lakewood In\ estment Association for cash 

Face of bonds 
Proceeds — at 95 
Discount 

Accrued interest — in cash 

The new accounts required in connection with this bond l&sue are 
2350 — 6% First Mortgage Bonds 
2359— Unissued Bonds 
1450— Bond Discount 

8250 — Bond Interest (Credit with accrued interest on bonds issued ) 

2150 — Accrued Bond Interest 

1250 — Sinking Fund Cash 

1251 — Sinking Fund Securities 

3250 — Sinking Fund Reserve * 

Discounts and premium on bonds issued should be recorded m account 1450 

(92) On August 23 we charged C E Bruce for a 20-day, 6% dishonored note 
(See transaction 68 ) k our assistant has recorded today in the cash re- 
ceipts from customers book a check received from Bruce in the amount of 
$5,363 16, but when he posted the credit to Bruce’s account he ob«ened 
that the account had a credit balance of $5 30 Make a journal entrj to 
dispose properly of this credit balance 


$25 500 00 
11900 
$25 619 00 

25 22083 
$ 39S 17 

SoO 600 00 
236 13 
SoO 836 13 

5037500 
S 461 13 


$60,30000 
281 40 
$6058140 

60 991 67 

$ 41027 

$63 600 00 
6042000 
$ 3 180-00 
$ 296 80 
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(93) Collect $20,100.00 from TV. E. Dennis in settlement of note and interest. 

(94) Pay First State Bank $10,010.00 for the note given the bank on AiimM °3 

and interest. ' ‘ ° “ “ ' 

August 30: 

(95) Receive $15,075.00 in settlement of the Fred Hamilton note and interest. 
(90) Pay East and West Railroad freight bill, which is detailed below: 

$317.80 On machinery purchased from C. D. Fulton & Co. 

32.S0 On goods returned on August 24 by Steel Valve Company. 
(Charge the customer because the return was caused bv"a 
mistake in ordering.) 

4S9.63 On materials purchased. 

6S.57 On sales. 

23.45 On returned sales. 

$932.25 Total. 

15.40 Railroad’s overcharge on bill paid August 15, for freight 
charged to D. G. Welch on goods sold to him. 

$916.S5 Xet amount paid. 

(97) The cash receipts from customers book contains an entn • for a remittance 
from Rowley and Company in payment of an account taken over from I.ane 
Brothers. Charge them with the discount improjwrly taken. 

(9S) One of the trucks acquired from Lane Brothers is sold for cash today. It was 
carried in the accounts at $1,500.00. and was sold for $1,150.00. 

Before recording the sale, make an entry to charge August operation? with 
depreciation on the old truck at the rate of 1) per month. 


August 31 : 

(99) Issue a check for $193.07 to the petty cashier to increase the fund to $500.00 
after replenishing it for the following expenditures: 


Account 


Amount 

1341 

Factory tools 

. $ 50.55 

0051 

Gas and oil for trucks 

41.17 

6070 

Sales circulars . . 

22.00 

7011 

Typewriter supplies. 

2S.75 

7071 

Postage ... 

... . . 50.00 

S193.07 


(100) Pay The Davison Job Printers voucher recorded August 10. 

(101) The August bill received from Central Power Co., payable September 10, is 

detailed as follows: 

Factoty light and power ... • . $347.90 

Office light ■ 31.05 

$379.53 

(102) City Garage Company bills us for the following items, payable September 10. 

$ 99.47 
103.24 
$202.71 


Gas and oil 
Repairs. . . 
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(103) Compute the amount of T R Price’s commission at H of 1 % of net sales 

(see transaction 25) The net sales for the month were $227,073 55 The 
income tax withholding is $231 17 Compute the 0 A B withholding and 
tax at 1% each, the state unemployment tax at 2 7%, and the federal 
unemployment tax at 3% Record in the journal 
Give Price a check for the balance of his account 

(104) Draw a check payable to Cash for salesmen’s traveling expenses, $617 23 

(105) A check for $1,666 67, the regular monthlj sinking fund deposit, is given to 

Midland Trust Company the sinking fund trustee 
The sinking fund reserve entry should also be made at this time 

(106) Midland Trust Company informs us that it has purchased securities for the 

sinking fund at a cost of $1 500 00 

(107) The directors declared the following dividends, payable September 10 to 

holders of record August 31 

Preferred stock — Vii of 8% 

Common stock — 1% 

(108) The bank statement shows a $13 12 charge for collection and exchange 

O E Shanklm’s check, in the amount of SI 8G6 30, which was deposited on 
August 31, is returned by the bank, N S F 
The'e charges should be recorded in the cash disbursements book without 
making vouchers or checks, because they are represented by a debit memo 
and the N S F check 

(109) Foot and complete the postings of all the books of original entry 

(110) Take a trial balance of the general ledger Enter the account balances in the 

Trial Balance columns of the working papers provided in the laboratorj 
material 
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Questions 


1. What, is meant by an extraneous profit? 

2. A corporation increased its capital stock and sold £10,000.00 par value of 
stock for $44,000.00. The premium was credited to Profit and Loss and was shot™ 
in the company’s statements as part of the profits. Do you approve of this treat- 
ment? If not, what do you think should have been done? 

3. A corporation purchased a building at a co-t of £75,000.00, and paid for it 
by the issuance of no-par stock; £50,000.00 was credited to a capital stock account, 
and $25,000.00 was credited to Paid-in Surplus. At the end of the lir.-t year of 
operations, the company found that it had made a profit of $ 1,000.00 before making 
any provision for depreciation; the life <>f the building wa- estimated at 25 years, 
and the depreciation was estimated at $.5,000.00 per year. Mncc the company de- 
sired to pay a dividend of $4,000.00, the bookkeeper a as instructed to make the 
following entry; 

Paid-in Surplus . . 3,000.00 

Reserve for Depreciation — Pudding 3,000.00 

To provide for depreciation for the year. 

The president of the company defended this entry on the ground that the Paid-in 
Surplus arose in connection with the anpii-ition of the building, and that it was, 
therefore, proper to charge depreciation against this surplus. What is your opinion? 

4. A corporation’s Surplus account has a credit balance of $12,000.00. of which 
$10,000.00 was produced by writing up its land to an apprai-cd value. The direc- 
tors want to pay a dividend of $5,000.00. What advice would you give them? 

6. What is meant by manufacturing profit t Diseu-s the advisability of show- 
ing it on the books. 

G. A company has received orders for future delivery amounting to £5.000.00: 
it has goods on hand, which cost $3,500.00, which are sufficient to fill these orders. 
The management of the company wishes to include $1,500.00 as profits in its oper- 
ating statement. Would you approve this procedure? 

7. A printer received an order for 10.000 textbooks, which he completed and 
had ready for delivery before the end of the year. As an accommodation to the 
publisher, the printer agreed to hold the-c books in hi- warehou-e and make ship- 
ments to schools as directed to do so by the publisher. Tin* printer desired to in- 
clude the profit on this work in his operating statement for the year. Would you 
approve? 

8. A companv which owned its luetory kept an account called Building L\- 
ponse and Income. This account was charged with all the costs of operating the 
building, including depreciation: an entry was made monthly debiting Building 
Rent account and crediting Building Lxpense and Income account with a tneorctical 
amount of rent which it was believed would have had to be paid it the building had 
not been owned. The resulting balance in the Building Expcn-e and Income ac- 
count was shown in the profit and !o<s statement under the caption of Other In- 
come. Is this procedure in accordance with accounting principles. 

645 
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9 A company which sells good* at wholesale manufactures most of its mer 
chandise It proposes to bill ite wholesale department for all goods manufactured 
at co«t plus 10% the 10% addition is taken into income Do you consider this 
procedure acceptable? 

10 A company has its fixed assets appraised at each j ear-end and adjusts its 
accounts to show the values disclosed by the appraisal the adjustments of the 
asset v aluations are shown in the operating statement as income or expense What 
comment do jou have to make on this procedure? 

1L k manufacturing company has expended a total of S3 000 00 worth of its 
own material labor and expense m constructing a machine for its own use This 
machine if bought in the open market would have cost 54 000 00 Is it sound 
accounting to capitalize this machine at the market price’ 

12. What will be the effect on the profit and loss statements of the present and 
future periods if 

Deferred charges are ignored’ 

Deferred credits are ignored’ 

Accrued expenses are ignored’ 

Accrued income is ignored’ 

13 Is it regarded as good accounting to take up profits on uncompleted work 
under the following conditions 

(a) The product is being made for stock’ 

(b) The work u being done under a contract at a fixed price’ 

(c) The work is being done on a cost plus basis’ 

14- A company purchases for $7o 000 00 a plant which has been m use for fifteen 
j ears It is in a run-down condition, and the company spends $lo 000 00 to put 
it into condition for use The expenditures were principal!} for repairs painting 
and similar work that would have been considered operating charges had the plant 
been maintained properly by the previous owner Should the Slo 000 00 be re- 
corded as a capital or a reieaue expenditure’ 

15 Should cash discounts on purchases of fixed assets be recorded as income 
or as deductions to determine co c t’ 

IB In order to finance the construction of its plant a compan} issues par value 
stock at a 20% discount Is the stock discount properlj chargeable to the cost of 
the plant’ 

17 When fixed assets are constructed b} a concern for its own use it is agreed 

that the iMfesu.' sod Jeher -cpsts s&radd he iw hided u? tie f£>'t of the .fixed 

assets However opinions differ regarding the propnet} of including overhead 
expense Discuss this matter stating the different opinions held What do } ou 
think is the proper procedure’ 

18 A company which had made no provision for depreciation of its building 
argued that no provision was nece^sarj because the land v alue had increased suffi 
cientlj to offset the depreciation of the building Do you consider this a good 
argument’ 

19 Is it good accounting to base the amount of the annual depreciation on the 
amount of the profits and to make large provisions in good } ears and Email pro- 
visions in poor years’ 
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20. At certain times of the year a company has large amounts of cash which it 
invests in bonds; these arc sold when the cash is needed. How should these bonds 
be valued in the balance sheet if their market value at the balance sheet date i- 
considerably above cost? How should they be valued if their market value i- 
considerably below cost? 

21. A company i-sued 61,000,000.00 of 4% bonds at 93, and immediately wrote 
off the discount to Earned Surplus. Do you consider this procedure correct? 

22. A charge of 610,000.00 for possible looses due to tornadoes was included in 
the expenses before arriving at net income; the offsetting credit recorded in a 
rc-erve. What is your opinion regarding the propriety of this charge to income? 

23. If a sinking fund reserve is created, should income on the sinking fund securi- 
ties be credited to the reserve or should it be passed through the Profit and Loss 
account? Give reasons for your answer. 

24. A corporation has been engaged in business for three years, with an invest- 
ment in machinery totaling $73,000 00 during that time. No depreciation has ever 
been provided. At the end of the third year, the directors decide that an annual 
charge of 5% of the cost of the machinery should have been made for depreciation, 
and they now propose to set up such a reserve flow should the entry be made'’ 

25. Discuss the theory which justifies carrying consignment expenses applicable 
to unsold goods as part of the inventory valuation instead of closing them out as 
charges against profits. 

2G. Give an illustration of an error in computing the profits of one year which 
will he offset by a counterbalancing error in a subsequent year which will correct 
the surplus at the end of the second year but leave the profit® of each year incor- 
rectly stated. 

27. Give an illustration of an error in computing the profits of one year which 
will not be counterbalanced by an error in the next year. 

28. Sales aggregating $25,000.00 were entered on the books as of December 31, 
194S. but the goods were not delh ered until January 23, 1919. What adjustments 
would you make in preparing the profit and loss statement and balance sheet? 


Practice Set (Continued) 


August 31 : 

(111) Prepare a reconciliation of the account with First State Bank. The bank 
statement shows a balance of $145,043.9$. The following checks are out- 
standing: 


* Number Payee Amount 

31 Han-on Construction Compatu $ 413 00 

37 East and West Railroad 916.S5 

39 The Davi-on Job Printer- . ... 1,074.10 


(112) Make adjusting entries for the following item®. Post the adjusting entries 
from the journal and the payroll summary to the ledger and the selling 
ox]X>nse analysis record; also enter them In the working paj>ers. 

(n) Provision for bad debts — l r J-, of net sales. 

(b) Accrued interest on notes receivable, $15.5$. 
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(c) Interest included in face of notes recerv able — portion earned, $5 14 

(d) Accrued interest on notes payable, $99 17 

(e) Depreciation, based on month-end balances in the accounts, an d com- 

puted at Yu the following annual rates 


Buildings 3% 

Machinery and equipment 12 

Tools 24 

Dehveiy equipment 18 

Furniture and fixtures 12 

(f) The patents had a life of 15 years from August 3. 

(g) Unexpired insurance 

Charged to 5355 S3 300 00 

Charged to 6055 1, 100 00 

Charged to 7055 11000 

$4,510 00 


(h) The accrued payroll is shown in the payroll summary, 

(i) Accrued property taxes Factory, $825 00, General, 

$140 00 

(j) Prepaid garage rent, $150 00 

(k) Coal inventory $375 00 

(l) Factory supplies mv entory, $300 00 

(m) Stationery and printing inventory, $165 00 

( a ) Of the rent collected in advance, S100 00 has been earned. 

(o) Accrued bond interest, $1 000 00 

(p) The net bond discount was $3,629 03 Although the bonds were issued 

for 10 years, or 120 months, all but two daj s of August had expired 
before the bonds were issued, the effective life of the bonds is, 
therefore, onlj 119 3 / m months, or 119 0“ months The amortiza- 
tion for August is therefore, 07 /n»o7 of $3,629 03, or $2 13 
^113) Your assistant has prepared the following schedule of accounts receivable 


Accounts Receivable, August 31, 19 — 


Debit Credit 
Balances Balances 


Ellis Screw Company 

8,962 75 

J N Hancock 

5.5S1 12 

J L Horton 

2,793 20 

fisal Annsr 


Ivettleman and Company 

14,176 20 

The Me} ers Mfg Co 

3,619 70 

Rowley and Company 

4,252 12 

Sandford, W bite & Co 

14,221 07 

O E Shankhn 

1,866 30 

Steel Valve Company 

4,064 50 

D G Welch 

1,758 85 

Total debit balances 

63,460 81 

Total credit balances 

98 00 

Net debit balances 

63,362 81 


Determine that this schedule is in agreement with the controlling account 
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(114) The laboratory material contains the following schedules which your ao-istant 

has prepared from the subsidiary expense analysis record=: 

Schedule of manufacturing expenses. 

Schedule of general expenses. 

See that they are in agreement with the respective controlling accounts. 

(115) Prepare the following schedules and determine their agreement with the 

related controlling accounts: 

Vouchers payable. 

Notes payable. 

Notes receivable and notes receivable discounted. 

Selling expenses. 

(116) Complete the working papers. The inventories on August 31 were: 

Finished good? . . . S60.0S6.50 

Goods iu proce.-'S 30,050.49 

Raw materials 53.21S.70 

The working papers should show a net profit of $27. 157.42 before income 
taxes. Assume that the income tax provision should be $10,400.00; 
enter tills provision in the working papers as follows: 

Profit and Loss Balance Sheet 
Debit Credit 

Provision for federal income tax 10,400.00 10,400.00 
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Questions 


1 What are the advantages of keeping perpetual inventories? 

2. If manufacturing accounts are kept in the manner described in this chapter 
how can the inventory of goods m process be determined at any time 7 

3 State what entries under the accounting procedure described in this chapter, 
affecting general ledger accounts should be made, when 

(a) Raw materials are purchased for cash 

(b) Raw materials are used on a production order 

(c) Direct labor is charged to a production order 

(d) Overhead is charged to a production order 

(e) A production order is completed 
A tate- is made 

4 At the end of a period how 13 the difference between the balance of the Manu 
factunng Expense controlling account and the balance of the Manufacturing 
Expense Applied account adjusted? 

6 Describe the functions of 

(a) Raw material perpetual inventory cards 

(b) Material requisitions 

(c) Production orders 

(d) Finished goods perpetual inventory cards 


Problems — Group A 

Problem A 1 Prepare perpetual inventory sheets for Commodity 21/ based 
on the following facts Construct one perpetual inventory on the first in first-out 
basis Construct another perpetual inventory on the last-in first-out basis 


May 1 
6 
13 
17 
21 
24 
29 
31 


In 

N umber Unit Cost 
“300“ $500 

200 5 20 

100 5 25 

150 5 30 


Out 

150 

200 

80 

100 


Problem A 2 The trial balance of Phelps Incorporated on December 31 1949 
appears m the laboratory material The following adjustments are required 

(a) Depreciation of machinery and equipment is to be provided at the rate of 

5% applied to the balance in the asset account 

(b) The reserve for bad debts is to be increased by a provisi n equa o /1 

1 % of the net sales 
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(c) The unabsorbed factor.- expense is to be apportioned to cost of sales, 
finished goods, and goods in process in the ratio of the balances in these 
accounts. 

Prepare journal entries for the foregoing adjustments, and applv them to the 
working papers. 

Complete the working papers. 

Prepare a profit and loss statement, a statement of surplus, and a balance sheet. 
Prepare journal entries to close the books. 


Problems — Group B 

Problem B-l. State in journal form the debits and credits made in the general 
ledger for the following transactions; assume that a voucher system is used. 

(a) Purchase of raw materials on account, S3.000.00. 

(b) Materials requisitioned for use in production, SI ,300.00. 

(c) Direct labor paid in cash, S2, 000.00. 

(d) Direct labor applied to goods in process, 52,000.00. 

(e) Manufacturing expenses applied to goods in process, SO^c? of direct labor. 

(f) Cost of finidte 1 goods completed. 53,900.00. 

(g) Cost of finished goods sold, 52,200.00. 


Problem B-2. A general ledger contains the following account balances: 


Sales. . 

Materials. . . 

Good? in Process 

Finished Goods 

Indirect Labor 

Factory Rent. 

Factory Ileat, Light, and Power 
Insurance and Ta-e — Factory 
Miscellaneous Fa -tory Expense 
Manufacturing Hvpen>e Applied 


Co?t of Sales 


$100,000.00 

SI C.000.00 
5,-100.00 
30,000 00 

7.500.00 
S.000.00 

2.500.00 

1 . 200.00 
1,500.00 

20,500.00 

75,000.00 


(a) Make a journal entry adjusting the Cost of Sales account for the difference 

between the actual manufacturing expenses and the total thereof 
applied to goods in process. 

(b) Make a journal entry closing the manufacturing expense accounts. 


Practice Set (Concluded) 

(117) Prepare the following statements: 

Statement of Cm=t of Goods Manufactured 
Profit and Loss Statement 
Statement of Earned Surplus 
Balance Sheet 

(1 IS) CIc*=p the books. (Do not forget to make an entry debiting account S26G 
and crediting account 2100 for the estimated provision for income tax.) 

(119) Make and post entries reversing adjustments b, d, g. i. j, k, 1, m, and o. 

(120) Take an after-closing trial balance. 
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Questions 

1 What is meant by horizontal analysis’ Vertical analysis? 

2 What information can be obtained by a comparison of analytical per cent*’ 

3 Why may comparisons of analytical per cents be misleading’ 

4. Assume that two companies have the same amount of working capital and 
the a ame working capital ratio Why may one companj be in a better working 
capital position than the other? 

5 Would you consider each of the following as reflecting an improvement or not? 

(a) Increase in the ratio of net sales to recen ables 

(b) Increase in the finished goods turnover 

(c) Increase in the ratio of net worth to debt 

(d) Increase in the ratio of net worth to net fixed assets 

(e) Increase in the ratio of net safes to net fixed assets 


Problems — Group A 

Problem A-l The laboratory material contains a comparative statement of 
profit and loss and a comparative balance sheet of The A B Company Complete 
the statements, which are illustrative of horizontal analysis 

Problem A-2 The laboratory material contains statements in which you are 
to enter per cents illustrating vertical analysis 


Problem A-3 Following are statements of the Gorden Companj as drawn up 
i December 31, 1948 

GORDEN COMPANY Fxhlblt <■ 

Statement of Cost of Goods Manufactured and Sold 
For the Year Ended December 31, 1948 


Raw Materials 

Inventory, December 31, 1947 
Purchases 
Total 

Less Inventory, December 31, 1948 
Raw Materials Used 
Direct Labor 
Manufacturing Expenses 
Goods m Process December 31, 1947 
Total Manufacturing Costs 
Goods in Process December 31, 1948 
Cost of Goods Manufactured 
Finished Goods, December 31, 1947 
Total 

I implied Goods, December 31, 1948 
Cost of Goods Sold 


$ 39 000 00 
97 000 00 
$136 000 00 
36 000 00 

$100 000 00 
110 00000 
80 00000 
10 00000 
$300 00000 
12000 00 
$28800000 
6000000 
$348 00000 
7200000 
$27600000 


6S2 
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GORDEN COMPANY Exhibit B 

Profit and Loss Statement 
For the Year Ended December 31, 194S 

Sate* $112,000.00 

Returned Sales and Allowances 12,000.00 

Net Sales $100^000.00 

Cost of Goods Sold (Exhibit Q... . 270,000.01 

Gross Profit on Sales $121,000.01 

Selling Expenses 5-T000.01 

Net Profit on Sales $ 71,000.00 

General Expenses . 47,000.00 

Net Income $ 21,000 00 


GORDEN COMPANY Exhibit A 

Balance Sheet 
December 31, 1948 

Assets 

Current Assets: 

Cash $ 30,000.00 

Accounts Receivable . . 200,000.00 

Inventories: 

Finished Goods . $ 72,000.00 

Goods in Process 12,000 00 

Raw Materials. . . . 30,000.00 120,000.00 

Total Current Assets .... $350,000.00 

Sinking Fund Securities . .. 10,000.00 

Fixed Assets: 

Land • S 20,000.00 

Buildings . . $110,000.00 

Less Reserve for Depreciation 30,000,00 SO, 000.00 

Total Fixed Assets — Net. 100,000.00 

Prepaid Expenses 40,000.00 

$500. 000.0° 

Liabilities acd Net Worth 

Current Liabilities. $140,000.00 

Fixed Liabilities: 

Mortgage Payable i.Securcd by Rind and 

Buildings!. , . $ 50,000.00 

Notes Payable 10,000.00 00.000 00 

Total Liabilities $200,000.01 

Net Worth: 

Capital Stock— Par Value, $100.00 $250,000.00 

Earned Surplus 50,000.00 

Total Net Worth 300,000,00 

$500,000.00 
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Compute the following 
Working capital ratio 
Acid test ratio 
Raw material turnovers 
Finished goods turnovers 
Ratio of net sales to recenables 
Ratio of net worth to debt 
Ratio of net worth to net fixed assets 
Ratio of net sales to net fixed assets 
Book xalue per share of stock 
Ratio of net income to net worth 
Net mcome per 'hare of «tock 
Per cent of net income to net sales 
Per cent of gross profit to net sales 

Complete the following questionnaire grouping of ratios by entering the ratios 


for 1948 

1947 1943 

Is the working capital position improving? 

Working capital ratio 2 7d 

Acid test ratio 1 63 

Raw material turnovers 3 00 

Finished goods tumo\ers o32 

Ratio of net sales to receivables 2 04 


Is the stockholders equity increasing’ 

Ratio of ret worth to debt 1 38 

Book value per 'hare of stock $116 00 


Is there any tendency toward o\enn\estment in fixed 
assets’ 

Ratio of net worth to net fixed assets 2 64 


Is the net income increasing’ 

Ratio of net income to net worth 
Net income per share of common stock 
Per cent of net income to net sales 
Per cent of gross profit to net sales 

Problems — Group B 

Problem B-l. John Simpson died in December 1943 He was one of the pnn 
ci pal rtockho! Jem and an offi °r of The Ajax Company and his widow still holds 
the stock- She called on y ou today and stated that for many y ears the company 
was engaged sa the manufacture and sale of Product X of which it enjoyed a 
monopolv by reason of the ownership of patents Before her husband s death the 
business was very profitable and paid large dividends During 1944 194o and 
1946 the dividends decreased each tear and stopped in 1947 

Mrs Simpson stated that she was not familiar with the recent developments in 
the bu mess except to the extent that they were di'closed by the annua! statements 
which she has left with you A ou will assume that y ou have asked a clerk m vour 
office to summarize these statements in comparatn e form the statements prepared 
by him are presented on pages 6oo and 656 All amounts are shown in thousands 
of dollars. 

What do you think has happened to the business’ 


12 41% 

$ 1440 

7 3o% 

3d 92% 



THE AJAX COMPANY Exhibit B 

Comparative Profit and Loss Statement 
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THE AJAX COMPANY Exhibit A 

Comparative Balance Sheet 
December 31, 1944, 1945, 1946, 1947, and 1943 

1944 1945 1946 1947 1948 

$ 45 $48 $35 $ 22 $ 27 
85 92 77 75 106 


Current Assets 
Cash 

Accounts IteceivabI 
Inventories 
Finished Goods 
Product X 
Product Y 
J'.rodurl 2 
Goods in Process 
Ran Materials 
Other Current Assets 

Total Current Assets 

Fixed Assets — Net 
Land 
Buildings 

Machinery and Equipment 

Tools 

Patents 

Total Fixed Assets — Net 
Prepaid Expenses 


80 85 110 62 35 

— — 65 87 27 

— — — — rtf 

20 22 31 35 42 

15 13 20 23 28 

12 10 7 9 _U 

$257 $270 8345 $313 $3o2 


S 10 $ 10 s 10 $ 10 $ 10 

60 55 50 45 40 

45 47 82 88 114 

8 9 17 18 22 

4 2 

$127 $123 $159 $161 $186 
$ 12 8 8 $ 28 $ 16 } 18 
$396 $101 $532 $190 $556 


LUbilitie* and Net Worth 
Current Liabilities 
Fixed Liabilities — Bonds, 6% 

Total Liabibties 

Net Worth 

Capital Stock — $100 00 Par Value 
Famed Surplus 

Balance Beginning of Year 
Surplus for the Year, Before Dividends 
Total 

Less Dividends 
Balance End of Year 
Total Net Worth 


* Debit 


$ S5 $ 50 $124 $137 $146 

— 50 50 50 

$ 55 $ 50 $174 $187 $196 

$200 $200 $200 $200 $200 

$127 $141 $151 $158 $103 

44 30 17 5a * 57 

$171 $171 $168 $103 $160 

30 20 10 — — 

$141 $151 $158 $103 $160 

$341 $351 $358 $303 $360 

9393 9491 9332 9490 9550 


Problem B-2 On January 1, 1946, the May Manufacturing Company took 
over the business of Jemuson Brothers The capitalization of the company was 
$500,000 00, divided as follows 

6% Cumulative Preferred Stock $200 000 00 

Common Stock 300 000 00 

On March 10, 1949, the annual stockholders’ meeting was held and the financial 
statement on page 657 was presented. 
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MAY MANUFACTURING COMPANY' 
Balance Sheet 
December 31, 19-18 
Assets 


Current Assets: 

Cash 

Notes Receivable. 

Accounts Receivable 

Inventories: 

Ran* Materials 

Goods in Process 

Finished Goods 

Sundry Factory Supplies 

Fixed Assets — Acquired January 1, 1946: 

Land 

Buildings 

Less Reserve for Depreciation 

Equipment 

Less Reserve for Depreciation 


$ 10,000.00 
< 5 , 00101 } 

40.000. 00 

50.000. 00 

75.000. 00 

65.000. 00 

5,000.00 *250,009.00 


$ 40,000.00 

$125,000.00 

4,500.00 120,500.00 

$3S0, 000.00 

24.S00.00 355,200.00 515,700.00 

$765,700.00 


Liabilities and Net Worth 

Current Liabilities: 

N otes Payable $ 1 50,000.00 

Accounts Payable 50,000.00 

Accrued Salaries and Expenses 5,000.00 $205,000.00 


Net Worth: 
Preferred Stock 
Common Stock 
Earned Surplus 


$200,000.00 

300,000.00 

60,700,00 300. 700.00 

$765,700.00 


The stockholders authorized the issuance of $250,000.00 of 5%, 15-vear, first 
mortgage, sinking fund bonds, the proceeds to be used to retire the notes payable 
and to make necessary additions to the buildings and equipment. 

The company lias given the preceding statement and the following condensed 
operating statements to the Western Trust Company, which lias an opportunity 
to purchase the entire issue at 94. The Western Trust Company asks you to ex- 
amine the statements and to report upon the advisability of the purchase. 

MAY MANUFACTURING COMPANY 
Condensed Operating Statements 



1916 

3917 

191$ 


$630,700.00 

$615,300.00 

$699,200.00 

Cost of Goods Sold 

500.000.00 

5*0,709.00 

706,700.90 


$130,700.00 

$ 35,100.94 

£102 5f»3 00 

Selling and General Expenses 

35,000.00 

33,100.00 

60 .oo-o.no 

Net Operating Profit 

Interest and Financial Expenses 

$ 95,700.00 

25,000.00 

$ 2,000.00 
22,000.00 

$132,590.00 

27.509.00 


$ 70,700.00 

$ 20.000.00* 

$105,009.00 

Dividends 

30,000.00 

12.000.00 

57,090.00 

Balance to Surplus 

$ 40,700.00 

$ 32,000.00* 

$ 4 $.090.00 
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ASSIGNMENT MATERIAL-CHAPTER 30 


Outline the report requested by the Western Trust Company State the reasons 
for your conclusions on the basis of data available and on the assumption that 4% 
is a fair composite rate for depreciation of buildings and equipment Also detail 
other points which should be investigated before a definite decision to purchase 
is made 


INDEX 


A 

Acceptances - 

accounts with notes and, 195 
of drafts, 194-195 
receivable, discounting, 199 
Accommodation endorsements, 179 
Vccount, discounted notes taken from 
debtor on, 1S5-1S7 
Accounting 

cash and accrual bases of, 136-137 

conservatism in, 132-434 

consl'tencj in, 434 

cost basis of, departures from, 427 

department, duties of, 51 

depreciation, 3S7 

dollar signs in, 35 

fair presentation m, 422 

lack of unifonnitv in, 435 

numbers, m, punctuating, <14 

pnn< iples of, 422—423 

procedure', sequence of, 34 

red ink in, 35 

theories and principles of, 422-435 
truth and disclosure in, 435 
Account number-, 319-330 
and check marks, use of, 329-330 
chart of, 319-330 

in cash disbursements book, 326-327 
instead of account mmes, 325 
in voucher register, 325-326 
on vouchers, 333-334 
sequence of, in ledger, 325 
Accounts: 

adjustment of, in partnership, 241-242 
after closing of books 
remaining open, 31 
with no balance, 31-32 
as'ot, 9 

balances of, computing, 11 
bank, 316-349 

collection of, two-part} - sight draft for, 
191-192 

controlling, 117-135 (rccaho controlling 
act omits) 
da=hcs in, 31-35 
form of, 4-6 

ledger, 1 6 ( cc nho Ledger accounts) 
habihU and net worth, 10 
nianufirtunng, 305-31S (nr nho Manu- 
facturing accounts) 
names of, eliminating writing of, 90 
numerical chart of. 319-330 
of subsequent period', 32-33 
with notes and acceptances, 195 
with v vnous classy, of stock, 265-269 
zeros in, 31-35 


Accounts pavable - 
and receivable with same p-rM ,359 
eliminated bv voucher tv-tem, 217-218 
ledger, 117 12S 
Accounts ret ci. ’t.le 3 ><1-367 
account anti s* item nt at one imnrc - 
sion, 309 

and psv.able with same p^rtv , 359 
bad account- v riting off 3o3 
chocking end Uttering entries, 309-3C1 
COD -ah' 361 
consignment' 360-367 
discount' on return. 1 'lie' 361-365 
freight paid th' ount t bn bv ( u- 
tom"r 365 
m balance 'hi st 305 
ledger 117 127-125 
headings 359-303 
sub'idi irv re 1 bil'ncas in, 365-366 
recoveries 3t>3-3o4 
rc.'erv O' 

ag-in't 361-363 

for re’urn- dlovrancr', c^'h d_- 
eounts freight 364 
Aceruil ba'i' of cc ounting 136-137 
Accrued and tit ftrrrsi item.- 136-155 
Accrued e\p'n c ( <c L'qy’n-o accrual') 
Accrued in. oim 140-143 
At id tC't ratio 405 471,474 
AdjU'tmg entriC' 
dcferrtd evp.’n'e, 144 
deferred in< ome 146-147 
e\pen e accrual- 13S-139 
income "cc rud-, 141 
AdjU'tmcnts 

after reconciliation of bank °ceo mt 357 
for acerueel and deferred item' K5-153 
manufactiinng account' 313-314 
of as-et value' corporation, 274-275 
Vince' to creditor- 57 
Vllowance- 

for returned purchases, 64 
booh 95 121 
voucher sv-tem, 220 
for returned "le- 62-63 
bosk 94 

American \ecountmg 4= onatioi, 423 
\meruan In-tmito of Wountant®, 423 
\mnrti- 'tioa 
and fi'etl a et- 3 ? 5 
no* subject to 396-399 
subject to 39!-3°6 
defined S^l 
of laond di-t o in* 2^5 
\n ilv -I- rccortk th . king, 502 
\nalvtical per coat- 456 
balance sh^et with, 456—457 
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Analytical per cents {Cont ) 
defined, 456 
significance of, 45S 
statements with, 456-459 
comparative 458-459 
operating, 457 
Appraisals 
plant property, 392 
surplus, 279-280 
Appreciation, unrealized, 431 
Approximation' dangers of, 406-407 
Asset accounts, 9 
Assets 
changes in 2 

classification of, in balance sheet 153- 
155 

costs determination of, 424-426 
defined, 1 

equaled b\ equities, 2 
fixed (see Fixed assets) 
account, writing down, 165 
fully depreciated, writing off, 164-165 
increases and decreases m tables, 3, 5 
on liquidation of partnership, 246-247 
reserves against, 375 
stock preferred as to 267-268 
valuation of, on death of partner, 242 
writing down, 165 
ludit reports, 422 


B 

Bad accounts receivable, writing off, 363 
Bad debts 
accounts 

nature of 158-159 
writing off, 159-160 
provision for, 157-153 
estimating, 169-161 
valuation reserves for, 156-161 
Balances 

bank, record of, 348 
of accounts, computing, II 
red in subsidiary ledgers, 365-366 
trial, 16-11 
Balance sheet 
accounts recen able in, 365 
and operating statement, analyses, 
475-477 

bad debts and depreciation, 173 
capital stock in, 263-264 
classification accrued and deferred 
items 153-155 
common stock m, 269 
comparative, 473 
defined, 12 

depreciated fired assets in, 166 
discount on stock in, 264-265 
exhibit letter for, 68 
fixed assets in, 399-400 
illustration of, 12-13 
individual proprietorship, 226 
inventories in departmental 409 
manufacturing accounts, 308, 309 
nature of, 12-13 

no-par stock paid m surplus in, 265 


Balance sheet (Cont ) 
partnership, 240 
preferred stock in, 269 
premium on stock in, 264-265 
single, analysis of, 469-472 
terminology, alternative 13 
treasury stock in, 287-288 
with analytical per cents, 456-457 
Balancing capital account, proprietorship, 

Bank 
account 
deposits 348 
dividend, 358 
opening, 347 
pavroll 357-35S 
reconciling, 352-356 
balance, record of, maintaining, 348-349 
check, 189 

dealings with, 346-351 
draft 189-190 
statement, 3oO-352 
transactions, miscellaneous, 350 
Bills of exchange, 188-199 
classified, 188 
commercial, 18S 
three-party, 197-199 
two-party, 191-197 
defined 188 

drawn on banks, 189-191 
bank check, 189 
bank draft, 189-190 
cashier’s check, 190-191 
certified check, 189 
Bond, premium, 298-299 
and discount, in balance sheet, 299 
Bonds 

classes of 293-294 
coupon, 294 297 
discount, 297-298 
amortization of, 298 
interest on, payment of, 296-297 
issues 

between interest dates, 296 
recording, 295-296 
junior, 294 

mortgage, 292 (see Mortgage bonds) 

prior lien 294 

registered 294 

retirement of, 299-300 

secured, 293 

stocks and, 293 

trust, collateral, 294 

underlwng, 294 

unregistered, 294 

Bookkeepers, and controlling accounts 
117 

Books 

closing the (see Closing the books) 
of final entry 90 
of original entry, 90-103 
columnar, cross footing 116 
columnar journals, 06-91 
controlling account columns in, 129 
forwardings in, 102 103 
note registers as, 334-336 
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Books ( Cont .) 

notes payable, 337-3 10 
notes receivable, 334-336 
postings in, 103 
references to, 90-102 
specialized, 91-99 
stock, 271-272 
Book value: 
of goodwill, 39S-399 
per share of stock, -16S, 475 

C 

Capital: 

account, of proprietorship, balancing, 
223 

expenditures, plant property, 3SS-3SJ 
stated, treasury stock and, 239-291 
stock, 2, -1 

in balance sheet, 263-26-1 
surplus, 273-280 
Cash, 341-351 

bank account ( sec Bank: account) 
bank balance, 34S-3 19 
bank statement, 350-352 
basis of accounting, 13G-137 
books (sec Cash books) 
defined, 341 

departmental sales and purchases, 403- 
409 

disbursements, 342-343 
book (see Cash disbursements book) 
discounts (sec Cash discounts) 
imprest, 343 
internal check of, 3 11 
petty, 343-340 
receipts, 311-342 

book (we Cash receipts book) 
safeguarding, 341 
Cash books: 
bank columns in, 343 
entries, notes and interest, 90-97 
special columns in, 101-110, 132, 133— 

, 134 

with controlling account columns, 132, 
133-131 

Cash disbursements book, 90, 112-115, 
123-121, 314, 345-310 
account numbers in, 320-327 
accounts frequently debited, 1 12 
interest expense in, 114 
more than one debit and credit, 113 
posting from, 115 

posting to subsidiary ledgers from gen- 
eral ledger column, 129-132 
with controlling account and other 
special columns, 134 
Cash discounts, 65-OS 
freight and, 05-67 
in profit and loss statement, 67-6S 
reserves for. 304 
Cashier's check, 190-191 
Cash receipts book, 95-90, 121-123, 344 
account numbers in, 32S, 329 
collection and excliangc in, 107 
freight out in, 100, 103 


Cash receipts book (CW.) 
interest in: 
expense, 109 
income, 1 10 

posting from columnar, III 
sales in, 101 

discount on, 105, 108 
special columns in, 101-111 
with controlling account and other 
special column-, 133 

Certificates; 

audit report, 122 
stock, 252-25 1 
Certified check, ISO 
Charges: 

exchange, voucher system, 221 
transportation, 01-62 
Chattel mortgage bonds, 293 
Cheek book stub, 319 
Check marks, account numbers and, 329- 
330 

Check register, 205, 211, 219 
posting from, 217 
Checks: 
bank, 1S9 
cashier's, 100-191 
certified, 1S9 
form 5 , 57-5S 

Clean surplus theory, 2S3-231 
Closing entries: 

deferred expense, 14 4-145 
deferred income, 147 
expense and income accounts, 72-70 
Closing the books, 27-35, 409—11! 
accounts showing changes in surplus, 27 
annual, monthly statements, 505-510 
dividends account, 29-30 
expense accruals, 139 
income accounts, 27-29 
income accruals, 142 
ledger, 31 

manufacturing accounts, 313 
manufacturing expense, 452—153 
merchandise operations, 43—19 
of individual proprietorship, 222-223 
on death of partner, 242 
procedures: 
alternative, 74-76 
sequence of, 31 

profit and loss account. 23-30, 73-74 
proprietorship, 222-223 
statements, 33-3! 
summary of entries, 30 
surplus account, 74 
trial balance after, 32 
C.O.D.: 

sales, accounts receivable, 301 
shipment, two-partv sight draft for, 
192-191 

Collateral trust bond-, 294 
Collection: 

and exchange, in cash receipts book, 

107, 10S 
of account: 

two-party sight draft for, 191-192 
two-party time draft for, 195 
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Columnar journals 00-91 92 
Columnar sales departmental 407-408 
Columns 

bank credit in cash books 343 
controlling account in books of original 
entry 129 
headings of 6 

special in cash books 104-116 
Commercial bills 188 
three-party 197 199 
two-party 191 197 
Common stock, in balance sheet 269 
Conservatism in accounting 432-434 
Cons gnee 366 

Consignments accounts receivable 366- 
367 

Consignor 366 

Consistency in account ng 434 
Contingencies resenes for 376 
Contra accounts 159 
Contract partnership 226 
Con troll ng accounts 117 13o 
accounts pa> able ledger 128 
accounts receivable ledger 127 128 
advantages of 117 118 
and division of labor 117 
and locat on of errors 1 18 
cash disbursements book 123-124 
129 132 

cash rece pts book 121 123 
columns 

cash books with 132 133 134 
in books of original entry 129 
errors m locating 132 135 
expense controls 330-332 
inventory 443-448 
journal 12o-12G 
ledgers 

general 126-127 
proving 128-129 
nature of 117 118 

posting to subs diary ledgers from gen 
eral ledger column 129-132 
purchase book, 120-121 
returned purchases and allowances 
book, 121 

returned sales and allowances book, 
120 

sales book, 119-120 
sub* diary ledgers rulings 118-119 
Copynghts 39o 
Corporation 222 2o0-291 
books peculiar to 271 272 
capital stock in balance sheet 203- ■ 
264 

change from, to partuersh p 276-277 
books retained 277 
new books 277 

change from partnersh p to 274-276 
asset values adjusted 274-27o 
books closed 27o-276 
books retained 275 
defined 2o0 
disadvantages of 273 
discount in balance 6heet 264-265 
dividends {see Dividends) 


Corporation {Cent ) 
entries 

for no-par stock 2o8 261 263 
for par value stock 257 2o8 2o9-261 
funds 292 304 
bonds 292 300 
sinking 300-304 
sources of 292 
management 2o0~251 
net w orth of 2-4 
organization, 2o2 2o3 
pa d in surplus in balance sheet 26o 
partnersh p and contrasted 272 273 
preferred stock 266-268 269 
premium m balance sheet 264-26o 
registrar 255 
stock ( see Stock) 
subscriptions 

for all authorized shares 2o7 2o8 
for less than all authorized shares 
2o9-261 

uncollected stock sub enbed for 264 
surplus (see Surplus) 
transfer agent 25o 
transfer of shares 254 
trea ury stock, 286-291 (see also Treas- 
ury stock) 

Cost pnne pie loG 
inventories 308-369 
Co ts (see also Expenses) 
allocat on of 427-128 
asset determinat on of 424-426 
basis of account ng 423-424 
departures from 427 
effect of on gross profits 370-371 
expirations 157 427 
rc dues and 428-430 
transformations and 427 
inventory items purchased at d fferent 
prees 371 372 
manufacturing 305-306 
analjsis 477 
controls 436-455 
Of construction overhead in 386 
of goods sold 307 308 
or market inventories 369-370 
transformations 427 
Coupon bonds 294 297 
Credit 6 


deb ts and equably of 10 
memorandum 63 
Cred tors equities 1 
Cross-footing columnar books of or gina! 

entry 116 
Current assets. 153 

percentage dwtr but on of 465-466 474 
Current liab 3 ties 155 
Current pos tion ratios 464-467 


D 

Dashes use of 34-3o 
Death of partner 242-243 
Debit, 6 

ana cred t equality of 10 
balance partner with 247 249 
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Debt, ratio of net worth to, 467, 471. 474 
Debtor, discounted notes taken from, on 
account, 1S5-1S7 
Declared dividends, 2S5 
Decrease: 

in assets and equities, tables, 3, 5 
and net worth, 5 
per cents of, 459-464 
recording, G 

Deferred and accrued items, 136-155 
adjusting journal entries, 107-170 
Deferred expense, 143-145, 377-379 
adjustments, 14S-153 
entries, 144 

closing entries, 144-145 
nature of, 143-144 
reversing entries, 145 
Deferred income, 145-14S, 155 
adjusting entries, 146-147 
adjustments, 14S-153 
alternative methods, 379, 3S0 
dosing entries, 147 
nature of, 145-146 
reversing entries, 147-14S 
Deficit, merchandise operations, 50-51 
Departmental operations, 401-421 
Departments: 

approximations, dangers of, 406-407 
closing the books, 409—114 
columnar sates, 407— 10S 
determining gross profits by, 401—105 
net income by, 414—115 
purchase records, 407—103 
statements, 415—119 
Depletion: 
defined, 3S4. 

fixed assets subject to, 3S4 
Deposits, bank, 3 IS 
Depreciation: 
account, nature of, 162 
accounting, 3S7 
defined, 3S4 

entries, for series of years, 163 
fixed assets: 

in balance sheet, 106 
subject to, 3S1 

fully depreciated assets, writing oft, 164- 
165 _ 

new concept of, 3S7 
plant property, 3S4, 3S6-3S7 
computing, recording, 3SS 
provision for, 161 
reserve for, 162 

reason for use of, 103-16-4 
valuation. 156. 101-1 u 
Deterioration, physical, 3S7 
Direct labor, 13 9—111 
Disbursements: 

cash book (see Cash disbursements 
book) 

from petty cash fund, 345 
Discount: 
bond, 297-293 
amortization of, 29S 
premium and, in balance sheet, 299 
cash. C5-6S (’ft e/s. Cash discounts-) 


Discount (Con/.) 
freight and, 65-07 
purchase: 

alternative methods, 331-335 
cash disbursements book, 113 
returned sales, 364-365 
sales, in cash receipts book, 105, 10S 
stock: 

account, 2S1 

in balance sheet, 264-265 
taken by customer, and freight paid, 3G5 
trade, 04-65 
Discounting: 

acceptances receivable, 199 
notes _ receivable, 17S-1S7 (ms a J S0 
Notes receivable: discounting) 
Distribution, 464 
Dividends: 

account, closing, 46—47 
bank account, 35S 
corporation, 2S5-2S0 
declared, liability for, 2S5 
stock. 235-2S6 
preferred as to, 266-267 
Dollar sign-', u-'e of. 35 
Donated surplus, 279 
Draft: 

acceptance of, 194-195 
bank, 1S9-I90 

sight: 

three-party, 197-19S 
two-party, 191-194 (see also Sight 
draft: two-party) 
time: 

three-partv, 19S-199 
two-party, 194-197 
two-party, 1SS 

E 

Earned surplus, 27S 
statement, corporation, 2S1-2S5 
Employees: 
time cards, 139 

wage pnment reports to, 497— 19S 
Employer, defined, 4S5 
Enuor-eiueni', 173-179 
accommodation, 179 
classification of, 17S-179 
nature of, t7S 
qualified, 179 
re-tnettte, 179 

Equities; 

assets equaled by, 2 
creditors’, 1 
defined, 1 

increases and decreases in, tables, 3, 5 

owners’, 1 

u=e of term in balance sheet, 13 
Errors: 

correcting, 504 

in controlling accounts, 132-135 
locating, 19-20, 113, 499-501 
checking general ledge-, 499-500 
checking sub-idiary ledgers, 501 
porting to work dvvt-, 500 
special tests, 503-504 
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Exchange 

bills of 185-199 (see also Bills of ex 
change) 

charges \oucher system, 221 
collection and, in cash receipts book, 
107 103 
Expenditures 
asset 426-127 
capital, 358-3SJ 

during ownership of plant proper!} 
388-389 

expense 426-127 
revenue 388-389 
Expense 61 (« e also Co«ts) 
accounts 

and income accounts 61 77 
closing 27 29 46 
accrual 137 140 
ad u tiug entries 138-139 
•djustments 148-153 
clo ing entries 139 
nature of 137 138 
reversir g entne® 139-140 
Control- 3-JO-334 
controlling aecoujts 339-332 
mb id tan n rd. 332-333 
voucher- 333-334 
corporation rganuati n, 281 
deferred 141 14o 377 379 (see also 
Deferred expense) 

income and ph cable. to period 136 

ledgers chccki g 502 
manufa tunng 386 441-442 
organization, corporation 281 
prepaid lo3 

selling departmental, 406 
Expired com 157 

F 

Fair Lalior Standards Act 492-194 
Federal Fair Labor Standards Act 492 
444 

Federal taxes 

income withholding 489-192 
old age benefits 482-184 
unemp oyment insurance 48o — 186 487 
Final entry books of 90 
Fird in, first-out method 371 
Fixed asset account writing down, 16a 
Fixed assets 153 384-400 
classification of 384-3So 
cost of plant propertj 385 
definitions 384 
depreciation 

disposal of assets 390-392 
m balance sheet 166 
in balance sheet 399-400 
intangible^ 38o 394-399 
not subject to amortization, 396-399 
subject to amortization, 394-396 
natural resources 393-394 
net, ratio of net sales to 468 
net book value of recenahles and 166- i 
17o 

overhead apportioned to 386 


Fixed assets {Cord ) 
plant property (see Plant property 
fixed assets) 
tangible 384 
Fixed liabilities 155 
Fob destination 62 
Fob shipping point 62 
Forwardings in books of entry, 102-103 
Franchises 39o 
Freight 

and ca h discounts 65-67 
in cash disbursements book, 112 
reserves for 364 
terms 62 

Freight out m cash receipts book, 106 108 

Funds 

corporate 292-304 {see also Corpora 
tion funds) 

on liquidation of partnership 247 


G 

Gams and losses on disposal of fixed 
assets 391 

General ledger 117 126-127 
chicking 499 500 

column posting to subsidiary ledgers 
from, 129-132 
proving 128 

Go< ds (see also Materials) 
finished 442-443 
com of 446-447 
so'd 443 
turaoccr 467 
in process 438-442 
ledger accounts after transferring 
costs into 446 
hold cost ol 447-448 

Goodwill 274 396-397 
book valu of 3JS-399 
computing 397 398 
on death of partner 243 

Gross mcome 430 

Gross profit method est mating mven 
tones 374-375 

Gross profits effect of cost or market rule 
on 370-371 


Imprest cash 343 
Income 430—431 
accounts 

and expense accounts 61 77 
closing 27 29 
accrued 140-143 
adjusting entries 141 148-153 
closing entries 142 
nature of 140-141 
reversing entnes 142-143 
and expense applicable to period 136 
deferred 145-148 379-380 
gross 430 
miscellaneous 68 
tax Federal, withholding 489-492 
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Increases: 

and decreases, per cents of, 439—10 1 
in assets and equities: 
and net worth, 5 
tables, 3, 5 
recording, 6 

Individual proprietorship, 222-220 (- rc 
also Proprietorship) 

Installment sales, 431 
Insurance: 

group hospital, deductions, 492 
taxes, Federal unemployment, 4S5— ISO, 
4S7 

Intangible fixed assets (see Fixed assets: 

intangible) 

Interest: 

in cash book, 9G-97 
in cash disbursements book, 114 
in cash receipts book: 
expense, 109 
income, 110 
notes payable, S9 
on bonds: 

issues between interest dates, 290 
payment of, 290-297 
on capital investments, partnership, 
22S, 231-232 

on promissory notes, 79-SI 
Internal control, 51 
Inventories, 303-375 
cost : 

of items purchased at different prices, 
371-372 

or market, 309-370 
principle, 3GS-3G9 

effect of cost or market rule on gross 
profits, 370-371 

estimating, gross profit method, 374-375 
in balance sheet, departmental, 409 
merchandise operations: 
beginning, 3S 
ending, 3S 
perpetual, 430— 13S 
production and, 47S 
recording, at end of period, 44-45 
taking, procedure, 372-374 
Inventory account, closing, 44 
Invoice, 54 
payment of, 50-57 
purchaser's verification of, 55-5G 
Issuance of stock, 250-265 

J 

Journal, 9S-99, 125-120 
after posting, 1 7— IS 
columnar, 90-91, 92 
merchandise transactions, 39 
purpose of, 1S-19 
Journalizing and posting. 14-21 
Junior bonds, 29 1 

L 

Labor, direct, 439-441 
Last-in, first-out method, 371-372 
Leaseholds, 395-390 
improvements, 395 


Ledger: 
accounts, 4-6 

entries in, illustrations, 7 
increases and decreases in, G 
locating errors in, 19-20 
merchandise operations, 40, 4S— 49 
numbers in, 325 

preparation of statements, 20-21 
recording changes in surplus. 1 1 
trial balance, lit 

accounts receivable headings, 359-360 
after posting, 17— IS 

closing the, 27-35 (see ahn Closing the 
books) 

controlling accounts, 117 
defined, 0 

general (see General ledger) 
proving, 12S-129 
purpose of, IS- 19 
stockholders’, 271 
subscribers’, 271 
Lettering: 

accounts receivable entries, 360-361 
personal accounts, 76-77 
Liabilities, 1 
changes in, 2 

classification of, in balance sheet, 155 
reserves for, 375-076 
Liability and net worth accounts, 10 
Lifo method, 372 
Liquidation: 

of partnership, 246-219 {see oho Part- 
nership: liquidation of) 
value of stock, 270 
Losses: 

ascertained, 159 

discovered, 15S 

estimated, 159 

incurred, 15S 

net, for period, 50 

on disposal of fixed assets, 391 

on liquidation of partnership, 217 

on sales, merchandise operations, 50 


M 

Manufacturing accounts. 305-31S 
adjustments, 313-31 1 
and profit and loss accounts, 310-31S 
balance sheet. 30S. 309 
clo-inc the books, 313 
costs, 305-396 
entries, 314-316 

profit and loss, 315-310 
surplus, 315-316 
statements: 

profit and loss, 390 
surplus, 306-307 
working papers, 305-313 
Manufacturing expanses, 3S0 
analysis of, 477 
controls, 436—155 

statements, eo-'i of goods sold, 307-30S 
underabsorbed and overabs.jriv'd, 4 !S- 
152 
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Market 

cost or, mv entone®, 3G9-37Q 

rule, effect o i cort and, oa gross profits. 

370*371 6 

value of stock, 270 
Material* (see also Good®): 

purchased, 436 
turnov er, 467 
used, 4.37 
mqeuntNHef, 437 
Merchandise opt rations, 3 &-<x) 
eloping the books, 48 
deficit nature of, 30-51 
inventories beginning and ending, 38 
ledger accounts, 48-49 
lois on sale**, 50 
net loss for period, 30 
office routines, 51 
operating statement, title of. 36 
profit and loss statement, 30 
information required, 27-38 
purchases, 38 
routine, 52-58 
salts, 38 
routine, 58-59 

transactions, illustrative, 38-39 
working papers, 41 

statements from. 41-4-j 
Minute book, 271-272 
Montbh statements, preparation of, 505- 
510 

Mortgage bond*, 292 
chattel, 293 
first and second, 294 
real estate, 293 
Mortgage note®, 292 
Mortgages, first and second 291 
J> l&uaamrt, ^ , 


natural resources, 393-394 
depletion, 391 
valuation, 393 

Net book value, receivables and fixed 
assets, ICG- 1 77 
Net income, G8, 284 
by departments, 414-415 
ratio of, 

to net sales, 4GS 
to net worth, 409 
Net loss for pened, 50 
Net profit, 68 
Net sales, ratio of 
net income to, 4G8 
to net fixed assets, 468 
Net worth, 1, 155 
account 

of individual proprietorship, 222 
of partnership, 227 
of proprietorship, 222 
changes in, 2 

increase#! and decreases ip, table, 5 
liability and, accounts, lo 
objection to term, 170-177 


Net worth (Cent ) 
of corporation, 2-4 
ratio of 

net income to, 469 
to debt, 467, 471, 474 
reserves representing, 376-377 
No-par stock, 
advantages of, 256 
entries for, 258, 263-263 
Note registers 

as bools of original entry , 234-336 
checking, for errors, 502 
Notes 

and acceptances, accounts with, 195 
discounted, taken from debtor on ac- 
count, 185-187 
entnes for, ca'h book, 90-97 
mortgage. 292 
payable (*e« Notes payable) 
promissorv {see Promissory notes) 
receivable (see Notes receivable) 

Notes payable, 85-89 
account, 85 
discounting, 88-89 
recording, 97-98 
entnes for transactions, 85-88 
dishonor of, 87 
for issuance, 86 
for pay ment, 86-87 
if partially paid, 87 
renewal of 88 

interest, in profit and loss statement, 89 
register, 202-204, 337-340 
cheeking 302 
voucher system, 220-221 
Notos receivable, 81-85 
account, 81-82 

discounted (eee Notes receivable dis- 
coaated} 

entnes for transactions, 82-85 
for collection, 83 
for receipt, 82-83 
for renewal, 85 
if dishonored, 83-84 
if partially collected, 84 
in balance sheet, 184-185 
register, 200-202, 203, 334-230 
Notes receivable discounted: 
account 183-184 
disposition of, 183 
purpose of, 184 
at bank, 180-181 
dishonored by maker, 182-183 
endorsement®, 178-179 
in balance sheet, 184-185 
paid by maker at matunty, 182 
proceeds of, 180 
prote't, 183 
purposes of, 178 

taken from debtor on account, 16o- 
187 

with creditor, 181-182 
Numbers 
account, 319-330 
punctuating, 34 

Numerical chart of accounts, 319-330 
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O 

tbsolescence, plant property, 3S7 
)ffset accounts, 159 
)ld age benefits taxes, 4S2— !S4 
Iperating statement, title of, 3G 
Irpanization expenses, 2S1 
Anginal entry, books of (sec Books of 
original entry) 

Overhead, -441-442 
contribution to, 419-421 
in cost of construction, 3SG 
Owners’ equity, 1, 17G, 177 
use of term in balance sheet, 13 

P 

Paid-in surplus, 279 
in balance sheet, 265 
Partner: 

admission of, by purchase, 245 
death of, adjustments on, 242-243 
retirement of, 244-245 
with debit balance, 247-249 
Partnership, 222, 22G-249 
and corporation, contrasted, 272-273 
balance sheet, 240 

change from, to corporation. 274-276 
asset values adjusted, 274-275 
books closed, 275-276 
books retained, 275 
change from corporation to, 276-277 
books retained, 277 
new books, 277 
changes, in personnel, 241-246 
adjustment of accounts before, 2 41— 
242 

causes of dissolution, 241 
contract, 226 
death of partner, 242-243 
disadvantages of, 272-273 
dissolution, changes in personnel, cause 
. of, 241 

dividing profits and losses of. 227-234 
in average capital ratio, 229-231 
in ratio of capitals at beginning of 
period, 229 

interest on capitals, and balance 
arbitrarily, 231-232 
on stated fractional basis, 22S-229 
salaries, interest, remainder, 233-234 
salaries to partners, arbitrary division 
of remainder, 232-233 _ 
interest and/or salaries, in excess of 
profits, 234 

liquidation of, 246-249 
assets, disposal of, 246-247 
funds, distribution of, 247 
partner with debit balance, 247-249 
profit or loss, division of, 247 
nature of, 226 
net worth accounts of, 227 
profit and loss statement, 237 
retirement of partner, 214-245 
salaries and/or interest, ill excess of 
profits, 234 


Partnership (Conf.) 

statement of partners’ capitals, 237, 240 
termination of, 246 
working papers, 237, 23S, 239 
Par value stock, 270 
entries. 257-25S, 259-201 
Patents, 394-395 

Payment, terms of on death of partner. 

Payrolls, 4S2-19S 
bank account, 357-35S 
deductions, 4S2— 592 
partial, separate voucher for, 218 
procedure, 494, 496, 49S 
summary, 495 
Per cents: 

analytical (see Analytical per cents) 
of increase and decrease, 459-464 
computation of. 460-401 
ratios expressed decimally, 461—163 
Personal accounts, ruling and lettering, 
76-77 

Personnel, changes in, partnership, 241- 
246 

Petty cash, 343-346 
Plant property: 

depreciation, computing and recording, 
3SS 

expenditures during ownership, 3SS-3S9 
fixed assets: 
appraisals, 392 
cost of, 385 
depreciation, 3S6-3S7 
disposal of, 390-392 
overhead, in cost of construction, 3S0 
subsidiary records, 392-393 
Posting: 

from check register, 217 
from columnar cash disbursements 
book, 1 15 

from columnar cash receipts book. 111 
from voucher-register. 217 
journalizing and. 14-21 
to work sheets, 500 
Postings: 

in books of entry, 103 
special columns to reduce, 90 
Preferred stock, 206-26S, 2G9 
dividends in arrears on, 2SG 
in balance sheet, 269 
Premium: 
bond. 29S-299 

and discount, in balance sheet, 299 
in balance sheet, 261-263 
on stock, 27S 
on stock account. 2S1 
Prepaid expo uses, 153 
Principles of accounting, defined, 422- 
423 

Prior lien bonds, 29 1 
Production: 
and inventories, 47S 
orders, 43S 

completed, 442, 416 
Profit : 

and savings, 431—532 
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Profit (Coni ) 
departmental, 401 
dividing in partnership, 227-234 
gross determining, by departments. 
401-405 

on liquidation of partnership 247 
on sales of treasury stock, 279 
unrealized, 156 
Profit and loss, 
account 

dosing, 39-30, 4$ 73-74 
manufacturing account and, 316- 
318 

entries, manufacturing accounts, 315- 
ratto, 227 234 

statement, 68 ( 70, 71, 172, 306 
accrued and deferred items, 153 
bad debts and depreciation, 172 
cash discounts, 67-68 
corporation, 281-285 
departmental, 402 403 
exhibit letter for, 68 
interest in, notes payable, 89 
merchandise operations, 36 
Promissory notes, 78-89 
defined, 78 

interest on, computing, 79-81 
maturity of, 78-79 
noteo receivable, 81-85 
Property 

plant (see Plant property) 
stock issued for, 269 270 
Proprietorship, individual, 222-226 
capital account, balancing, 223 
closing the books, 222-223 
net north accounts 222 
statements, 224-226 
norkmg papers, 234, 225 
Protest, defined, 183 
Punctuating numbers, 31 
Purchase book, 94-95, 120-121 
Purchase discounts, alternative methods, 
381-383 

Purchase order, 53-54 
Purchase records, departmental, 407- 
40S 

Purchase requisitions, 52-53 
Purchases 

account, closing, 44 
cash, departmental, 408-109 
id cash disbursements book, 132 
discount on, 113 

merchandise operations, 38, 52-58 
returned, 64, 220 
routine, 52-58 


R 


acid test, 465, 471, 474 
book value per share of stock, 468, 
475 

current position, 464-467 
expressed decimally, 401, 463 


Ratios (Coni ) 
net income 
to net sales. 46S 
to net worth, 469 
net worth 
net income to, 469 
to debt 467 
to net fixed assets, 468 
rule-of-thumb, 2 to 1, 470 
sales to receivables, 466-167 
summarised, 469 
working capital, 464, 470, 471 
Raw materials, 436-439 
purchased, 436 
turnover, 467 

Real estate, mortgage bonds, 293 
Receipts, 57-58 
Receivables 
anall sis of, 479 

net book value of fixed assets and. 166- 
175 

ratio of sales to, 46G-467 
reserves against, 361-363 
Receiving record 55 
Reconciliation of bank 
account, 352-356 
adjustments after, 357 
Recoveries, accounts receivable, 363-36-1 
Redemption, value of stock, 270-271 
Red ink, use of, 35 
Registered bonds, 294 
Registers, 200-204 
check, 205, 211, 219 
note, as books of original entry, 334-336 
notes paj able, 202-204 
notes receivable, 200-202, 203 
voucher, 205, 208, 209, 211, 219 
Registrar, 255 

Reports, payment, to emph] ees, 

Requisitions 
materials, 437 
purchase 52 53 
Reserves, 375-377 
against assets, 375 
against receivables, 361-363 
for cash discounts, 364 
for contingencies, 376 
for depreciation, 388 
for freight 364 
for liabilities, 373-376 
for returns and allowances, 364 
nature of, 375 

representing net worth, 376-377 
sinking fund, 302 304 
valuation of, 159 

Resources, natural, subject to depletion. 

Restrictive endorsement, 179 
Retail stores, sales routine in, 58 
Retirement* 
of bonds, 299-300 
of partner, 244-245 
Returned purchases and allowances, 64 
book. 95, 121 
voucher system, 220 
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Returner] sales and allowances, G2-03 
book, 01, 120 
reserves for, 3G1 
Revenue, 430— '131 

expenditures, plant property, 3SS-333 
realized, 430—131 
Reversing entries: 
deferred expense, 145 
deferred income, 147-14S 
expense accruals, 139-140 
income accruals, 142-143 
Rights, 1 
Rulings: 

personal accounts, 70-77 
subsiding- ledgers, 118-119 

S 

Salaries of partners, 232-23G 
Sales: 

account, closing, 44 
book, 93, 119-120 
cash, departmental, 40S— 109 
in cash receipts book, 101 
discount on, 105, 10S 
merchandise operations, 3S 
loss on, 50 

ratio of, to receivables, 400— 107 
returned, G2-G3, 91, 120 
discounts on, 30 1-305 
routine, 5S-59 

terms of, two-party time draft per, 
195-197 

Savings, profits and, 431—132 
Securities and Exchange Commission, 423 
Selling expenses, 332-333 
departmental, 400 
Shares, transfer of, 254 
Shipment. C.O.D., 192-194 
Sight draft: 
three-party, 197-19S 
two-party, 191 

for C.O.D. shipment, 192-191 
for collection of account, 191-102 
Sinking funds, 300-302 
reserves, 302-304 
Social Security Act, 4S2, 4S5 
Specific identification method, 371 
Stated capital, treasury stock and, 2S9- 
291 

Stated value of stock, 271 
Statements: 
analysis of, 450-4S1 

illustrative case, 409—177 
limitations of, 4S0-1S1 
corporation: 
earned surplus, 2S1-2S5 
profit and loss, 2SI-2S5 
current position ratios, 401—107 
departmental, 415-119 
fact or opinion, 170 
from working papers, 20, 41—13. 59 
manufacturing expense, 451—155 
merchandise operations, 41—13, 59 
monthly, 59 

preparation of, 505-510 


Statements (Coni.) 

of increase' and decrease, with per cents 
459-101 

of individual proprietorship, 221-220 
of partners’ capitals, 237, 210 
operatin':, title of, 30 
preparation of, 20-21, 505-510 
profit and lo-s, 30, 03, 70, 71 
with analytical per cents, 450-159 
with per cents of increase and decrease, 
459-101 

Slate taxes, unemployment compensa- 
tion, 4 SO 4SS-1S9 

Stock: 

and bonds, 293 

book value per share of, 40S, 475 
capital, m balance sheet, 203-204 
certificates, 252-25! 
clashes of, 255-25G 
accounts with various, 2GS-2G9 
dividends, 2S5-2SG 
issuance of: 
for property, 209-270 
recording, 250-205 
step- in, 250-257 
no-p.u (■" Xo-par stock) 
par value (sec Par value stock) 
preferrtd, 20G-20S, 209 
dividends in arrears on, 2S0 
premium, 278 
account , 281 

subset died for, subscriptions uncol- 
lected, 201 

treasury, 280-2!)! (see nlo Treasury 
stock) 

valut s. 270-271 
Stockholder-.’ ledger, 271 
Subscriber-' ledger, 271 
Sub-eriptions to stool:, uncollected, 201 
Sub-tdtary ledgers, 117, 129 
cheeking, for errors, 501 
posting to, from general ledger column, 
129-132 

red balances in, 305-300 
rulings in, 1 1S-1 19 
Subsidiary records: 

cheeking, lor errors, 502-503 
expense controls. 332-333 
plant property, 392-393 
Surplus, o, 4 

account, closing the books, 74 
appraisal, 279-2S0 
capital, 27S-2S0 
changes in: 

clo-ing accounts showing, 27 
recording, 1 1 

clean surplus theory, 2S3-2S4 
defined, 27S 
donated, 279 
earned, 27S 

manufacturing account entries, 315-310 
merchandise operations, 50-51 
paid-in, 279 

statemcn*. 72. 172, 300-307 
accrued and di ferred items. 153 
exhibit 1 -iter for, 09 
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Taxes* 

Federal, 482-48C, 487, 489-492 
state, unemployment compensation, 
486, 488-189 

Termination of partnership, 246 
Time cards, 439—140 
Time drafts 
three-party, 198-199 
two-party, 194-197 
for collection purposes, 195 
per terms of sale, 193-197 
when pay able, 194-195 
Trade discounts, 04-65 
Trademarks, 396 
Transfer* 
agent, 255 
of shares, 254-255 
Transportation charges, 61-62 
Treasury stock, 286-291 
acquisitions, recording, 288-289 
and stated capital, 289-291 
defined, 28G 

m balance sheet 287-288 
not an asset, 287 
sales of, 289 
profit on, 279 

Trial balance, 10-11, 19, 102, 1C7, 168 
adjustments for accrued and deferred 
items, 148 150, 151 
after closing, 32 

bad debts and depreciation, 168 
Trust bonds, collateral, 294 
Trustee, authentication by. 295 
Truth and disclosure of information, 435 
Turnover, 467 


U 

Underlying bonds, 294 
Unemployment insurance, taxes, Federal, 
485-186, 487 

Unemployment taxes, 486, 488-489 
Unqualified endorsements, 178-179 
Unrealized appreciation, 431 
Unrealized profit, 156 
Unregistered bonds, 294 
Unsettled items, 76 


V 

Valuation* 
account, 159 

.ftf land .and Juuldipgi- 280 
principles of, 156-157 
reserve, 159 
for bad debts, 156-161 
for depreciation, 156, 161-177 
Values - 

asset, adjustment of, corporations, 274- 
275 

depreciated, 166 
stock, 270-271 


Voucher* 

account numbers on, 333-334 
defined, 205 

paid, 210 

until payment, 208 

for immediate disbursements, 210, 212 
illustration, 212-216 
payable, schedules of, 217 
payment, 208-210 
preparing, 206 
recording 206-208 
payment, 210 

register, 205, 208, 209, 211, 219 
account numbers in, 325-326 
checking, for errors, 502 
petty cash, 345 
porting from, 217 
separate for partial pay ments, 218 
system, 205-221 

accounts payable ledger eliminated 
by, 217-218 
exchange charges, 221 
immediate disbursements, 210-217 
notes payable, 220-221 
partial payments, 218 
porting from registers, 217 
purposes of, 205 

returned purchases and allowances, 
220 

routine, 205-210 


W 

Wage payment report, employees’, 497- 
498 

Wholesale stores, sales routine in, 58-59 
Withholding taxes, 489-492 
Working capital ratio, 464, 470, 471 
Working papers 22-2G 

accrued and deferred items, 149-152 
adjustments, 149-152 
bad debts and depreciation, 169, 171 
departmental, 40 4-405 
expense and income accounts, 68, 69 
individual proprietorship, 224, 225 
manufacturing accounts 308-312 
apportioned items, 313 
manufacturing expense, 454 
merchandise operations, 41 
statements from. 41-43 
.partnership. _237 .238- 239 
preparation of, 22 25 
proprietorship, 224, 225 
statements prepared from, 26 
Work sheets, posting, 500 


Z 


Zeros, use of, 34-35 



